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AN UPDATE ON THE NEW BASEL CAPITAL 

ACCORD 


TUESDAY, SEPTEMBER 26, 2006 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:06 a.m., in room SD-538, Dirksen Sen- 
ate Office Building, Senator Richard Shelby (Chairman of the Com- 
mittee) presiding. 

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY 

Chairman Shelby. The Committee will come to order. 

Today we will continue our oversight of the new Basel II Capital 
Accord and the proposed revisions to existing capital requirements, 
known as Basel lA. After years of development and consideration, 
we are now entering into a critical phase for the implementation 
of Basel II and Basel lA. Federal banking regulators recently ap- 
proved the Notice of Proposed Rulemaking for Basel II and are ex- 
pected to issue shortly the Notice of Proposed Rulemaking for Basel 
lA. 

During the public comment period for these regulations. Federal 
banking regulators will consider whether any modifications are 
necessary before the regulations become final. The decisions Fed- 
eral banking regulators make over the next few months will have 
profound consequences for the long-term stability of the U.S. econ- 
omy. 

Capital requirements play a key role in ensuring the safety and 
soundness of our banking system and protecting U.S. taxpayers 
from the cost of bank failures. We only need to look at U.S. eco- 
nomic history to see how thinly capitalized banks have in the past 
made our financial system vulnerable to unanticipated economic 
shocks and how a crisis in the banking system quickly infects the 
rest of our economy. And due to the existence of Federal deposit 
insurance, in the end, taxpayers pay the cost of bank failures at- 
tributable to a lack of capital. 

The risks posed by undercapitalized banks are heightened by the 
rapidly increasing sophistication of our financial system. In the 
world of derivatives and off-balance-sheet transactions, it is vital 
that banks utilize advanced risk management practices to effec- 
tively monitor and control their financial exposures. Accordingly, 
Basel II and Basel lA must be implemented within the utmost care 
and diligence. There is little margin for error when it comes to cap- 
ital requirements. Yet concerns have been raised about the Basel 
II NPR. 
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At the Committee’s last hearing on Basel II, we heard testimony 
that questioned whether Basel II would leave banks sufficiently 
capitalized and whether regulators possess the expertise necessary 
to implement Basel II. Furthermore, several banks have requested 
that they be allowed to choose the Standardized Approach for set- 
ting their capital requirements. Currently, banks adopting Basel II 
in the U.S. will be permitted to use only the Advanced Approach. 
Before Basel II and Basel LA go forward, I believe we must have 
a clear picture of how they will change our financial system. We 
must also know that our banks will hold the appropriate amount 
of capital, that our regulators will be able to implement a regime 
as complex as Basel II, and that our small banks will not be placed 
at a competitive disadvantage. 

I look forward to hearing the witnesses’ testimony on these im- 
portant questions today. At today’s hearing we will have two pan- 
els. 

The first panel will consist of the Honorable John Dugan, Comp- 
troller of the Currency; the Honorable Susan Schmidt Bies, Gov- 
ernor of the Federal Reserve Board of Governors, a member of the 
Federal Reserve; the Honorable Sheila Bair, Chairman of the Fed- 
eral Deposit Insurance Corporation; the Honorable John Reich, Di- 
rector of the Office of Thrift Supervision; and the Honorable Diana 
Taylor, Superintendent of the New York State Banking Depart- 
ment, on behalf of State Banking Supervisors. We will just go to 
the first panel first. 

Senator Sarbanes. 

STATEMENT OF SENATOR PAUL S. SARBANES 

Senator Sarbanes. Well, thank you very much. Chairman Shel- 
by. I want to commend you for holding not just this hearing but 
a series of hearings on the status of Basel II. There have been very 
important developments since our last hearing. I am sure this 
hearing today will help us to understand those. 

As people know, and let me just say at the outset, I am very 
skeptical of proposals that would reduce bank capital requirements 
or threaten to do so in the future. 

Like others on this Committee, I have been around long enough 
to remember the difficult years of the late 1980s and early 1990s 
when our banking system became undercapitalized. Some banks 
and thrifts had negative capital and were closed. Most others were 
forced to increase their capital, and in that period, the American 
taxpayer paid an enormous cost to make good on the promises of 
deposit insurance. We were here together, I think, in those days, 
Mr. Chairman. 

Chairman Shelby. Dark days. 

Senator Sarbanes. I do not think anyone on this Committee 
would want to go through an experience like that again. 

When banks are forced to rebuild their capital, they make fewer 
loans to the riskier startup businesses that are important to job 
creation. But we managed through legislation and regulation to get 
our banking system back on a firmer footing. Many experts believe 
that the U.S. economic performance was much better than the Jap- 
anese performance in the late 1990s because our banking system 
had successfully recapitalized and the Japanese banking system 
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had not. Strong bank capital protects taxpayers and promotes 
healthy and stable economic growth. And, furthermore, it does not 
appear to have hurt the profitability of our Nation’s banks. They 
are earning record profits and are doing much better than their 
competitors abroad, even though, it is constantly pointed out, the 
foreign banks have lower capital requirements. 

Many experts welcomed the original Basel I in the 1980’s as an 
unprecedented accord among bank regulators in the U.S., Europe, 
Japan, and Canada to raise bank capital requirements. Over the 
years, it has been updated many times, but in the late 1990’s it 
was decided to develop a new agreement, Basel II. Basel II was fi- 
nalized in 2004. It provides for three different approaches for cap- 
ital regulations: standardized, foundational, and advanced internal 
ratings-based. 

The Federal Reserve has taken the lead in long maintaining that 
the Advanced Approach should be mandatory for our largest banks. 
My concern with this is that the Advanced Approach under Basel 
II may indeed end up threatening the safety and soundness of our 
banking system. 

Last year, a year after the terms of Basel II were settled, we 
learned the likely effect of the Advanced Approach on bank capital 
requirements. The so-called QIS-4 study of 26 of our largest banks 
found that the capital requirements in one instance for one of those 
banks would plunge nearly 50 percent and the capital require- 
ments for half of the banks would fall at least 26 percent. 

Seeing these results — in fact, we had been constantly assured in 
testimony before this Committee that there was not going to be a 
substantial reduction in bank capital. Seeing these results, the four 
bank regulators wisely agreed — I gather with some internal dissen- 
sion — that they should maintain the leverage ratio, slow the de- 
cline in any one bank’s capital, and limit the decline in overall cap- 
ital in the banking system. 

I have yet to hear a single outside expert on our banking system 
argue that our banks today are overcapitalized. In fact. Bill Isaac, 
who will be testifying on the second panel, says in his statement, 
and I quote him, talking about the original premise behind Basel 
II about developing these mathematical capital models while broad- 
ly maintaining the overall level of capital: “The models — incompre- 
hensible to mere mortals, such as boards of directors and senior 
management of the banks” — and Members of Congress. That is my 
addition, not his. He is very polite to the Members of the Congress. 
He left us out of this problem. 

Chairman Shelby. At least here. 

Senator Sarbanes [continuing]. “Would measure the risks in 
these institutions’ assigned capital to cover those risks.” 

“This original premise was somehow transferred into an expecta- 
tion that large banks would be offered the carrot of reduced capital 
in exchange for developing the models. Let us pause right here” — 
this is Isaac — “and think about the proposition that the largest 
banks have excess capital and should be allowed to reduce their 
capital materially.” 

“Does anyone really believe in that notion — particularly anyone 
who lived through the two decades in banking from 1973 to 1993? 
Thousands of banks and thrifts failed during that period — many 
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more, including most of the largest banks, would have failed but 
for very strong and costly actions taken by the FDIC and the Fed- 
eral Reserve to maintain order. It was a very scary period that 
nearly careened out of control.” 

“For any regulator to accept the premise that the world’s largest 
banks as a group have significant excess capital is unfathomable 
to me, yet that is the glue holding Basel II together.” 

Now, I also worry about the complexity and potential conflict of 
interest in the structure of the Advanced Approach. For many of 
these reasons, the limits on capital reduction allowed under the 
Advanced Approach makes a lot of sense. 

Now, over the summer, a new proposal emerged that would allow 
all banks to use the Standardized Approach. This proposal has won 
the endorsement of large and small banks, bank associations, and 
State bank regulators. The four bank regulators recently decided to 
seek public comment on this proposal in their Notice of Proposed 
Rulemaking. 

The Standardized Approach appears to have the merit that it 
would apparently not lead to large reductions in required bank cap- 
ital. I have been concerned about this effort to achieve large reduc- 
tions in capital requirements, and I know that some in the banking 
industry pushed for this Advanced Approach, but without the re- 
strictions on how low their capital could go. 

The Standardized Approach also addresses the concerns that the 
Advanced Approach would favor the largest banks at the expense 
of smaller banks. 

So, Mr. Chairman, this is a very important hearing, and again, 
I commend you for scheduling it. I want to just close by again 
quoting Bill Isaac, who, of course, had the distinguished service as 
a former Chairman of the Federal Deposit Insurance Corporation. 
At the close of this statement he says, and I quote him, “This is 
by far the most important bank regulatory issue in front of us 
today. If we get this one wrong, our Nation and taxpayers will al- 
most certainly pay a very big price down the line — a price that will 
make the S&L debacle seem like child’s play.” 

Thank you very much. 

Chairman Shelby. Senator Johnson. 

STATEMENT OF SENATOR TIM JOHNSON 

Senator Johnson. Chairman Shelby and Ranking Member Sar- 
banes, thank you for holding today’s hearing on Basel II Capital 
Accord. One of the most important duties of this Committee is to 
ensure the safety and soundness of our financial system, and over- 
sight of Basel II is a critical element of that responsibility. 

As we consider the state of Basel II, I would urge the regulators 
not to lose sight of three main goals. 

First, all banks deserve a level playing field. I am pleased that 
we seem well on our way to solving the domestic competitiveness 
concerns that confronted us last year, and I would like to thank the 
regulators for taking those concerns seriously. I look forward to re- 
viewing the forthcoming Basel lA proposal, and I also support of- 
fering all banks of whatever size the internationally negotiated 
Standardized Approach. Small community banks remain the life- 
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blood of many of our communities, and Basel II must not impair 
their ability to compete. 

Ironically, though, we appear now to be on the verge of placing 
large internationally active U.S. banks at a serious disadvantage 
against foreign competitors, and even against U.S. consolidated su- 
pervised entities. I would urge the regulators to review the U.S. 
banking Notice of Proposed Rulemaking to avoid duplicative re- 
quirements and to take great care before piling on a host of new 
requirements that diverge from the international version of Basel 
II. 

Second, risk-based capital should remain a priority. Clearly, our 
main concern must be the safety and soundness of U.S. financial 
institutions. However, it has been well established that more cap- 
ital is not always better. In fact, the recognition that more is not 
always better is largely why we embraced the Basel negotiations 
in the first place. The current system, which fails to peg capital to 
risk, perversely encourages risk-taking. Basel II recognizes that 
when risk and regulatory capital are aligned, capital is adequate 
but not excessive, and banks are forced to internalize their risks. 
We all benefit from the right balance. 

The challenge, of course, is identifying the optimal balance. 
Under our risk-based system capital is meant to change depending 
on the risk of the underlying asset or activity, as well as under- 
lying economic conditions. In reviewing the impact of any proposed 
rule, it is important to keep in mind that not all capital drops are 
bad. Of course, some may well be bad, and that is the point of Pil- 
lars 2 and 3. 

Third, international harmonization should be a goal. In review- 
ing the newly published NPR, I am very concerned that we are 
undervaluing the creation of uniform international capital stand- 
ards. The marketplace for products and services is increasingly 
global; therefore, it is critical that everyone plays by the same rules 
and U.S. banks are not disadvantaged. Of course, we need to make 
sure that the system works and banks are closely monitored. But 
the number of significant changes to the international text, which 
would apply only to U.S. banks, strikes me as a strange and un- 
wanted result given our original goal of international harmoni- 
zation. 

Mr. Chairman, I think we would all agree that we have some 
way to go on Basel II to get it right. Clearly, all of the regulators 
have devoted considerable time, energy, and resources to ensuring 
the safety of our institutions and the vitality of our economy, and 
I value that dedication. I urge you in the coming months to con- 
tinue working together to achieve the necessary balance in Basel 
II. I also urge the regulators to keep an open mind to giving all 
banks of whatever size the option of implementing the inter- 
national version of the Standardized Approach. 

Thank you, Mr. Chairman. 

Chairman Shelby. Senator Schumer. 

STATEMENT OF SENATOR CHARLES E. SCHUMER 

Senator Schumer. Well, thank you, Mr. Chairman. I really want 
to thank you for holding this timely hearing. We are fighting to re- 
main competitive in the financial markets. I think every American 
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wants us to stay No. 1, but no one more than those of us who rep- 
resent New York City, which is our financial capital. And we have 
a tremendous dilemma here and not just in this area. 

As the world economy becomes internationalized and financial 
markets become one, you run the tension between having a system 
of regulation — which with this country has worked extremely well. 
I think in the last quarter of the 20th century, we achieved quite 
an exquisite balance. I have always said I like people who are both 
pro-business and pro-regulation, and I think there is no contradic- 
tion between the two. Those on the left wing who just want to ref- 
late, regulate, regulate, and tie the hands of an entrepreneurial 
system, that makes no sense. And those on the right wing who just 
say do whatever business wants have not learned the lessons of 
history, plain and simple. 

So there is a balance and we achieved it, but now it has sort of 
been thrown up in the air because of internationalization. And you 
can run into the problem of lowest common denominator. In other 
words, the place with the least regulation, that is where people will 
go, because reflation is a public good and it does not affect the 
individual making the deal unless the whole system collapses. You 
know, there is a book by Mancur Olson, “The Logic of Collective 
Action,” which is very relevant here, which talks about that. 

Well, I have to disagree with some of my Democratic colleagues 
who say we must keep every regulation in place because they have 
worked in light of the international challenge. But I disagree with 
saying let’s get rid of them all as well. We have to find that bal- 
ance, and this hearing is an attempt to do it. 

Now, let me make some comments here. We have all heard about 
IPOs, only one of the top 24 being registered in the U.S., four in 
London. But listen to this: London already accounts for 70 percent 
of global bond trading, 40 percent of derivatives, 30 percent of for- 
eign exchange activity, and 30 percent of cross-border equities. 

As Senator from New York, these are the kinds of things that 
keep me awake at night, and I know they keep our great banking 
superintendent, Diana Taylor, who is here, awake as well. Hi, 
Diana. Nice to see you. 

Ms. Taylor. Hello. Thank you. 

Senator Schumer. Now, with respect to Basel II, I was there 
when Basel was — ^you know, I was involved as a Congressman on 
the Banking Committee when Basel started up. We all thought it 
was a great thing. We had seen the banking crisis, the S&L crisis, 
and we knew that capital standards, rather than strict regulation, 
were the way to go. Plain and simple. 

Now we have not had a banking crisis for 15 years, so the need 
to have capital standards sort of declined a little bit. But we need 
them. 

The problem is, again, when other countries say we are going to 
do much less, the imperative of New York companies, American 
companies to their stockholder says, well, if we can be more profit- 
able doing it over there, we should. That is the dilemma we face, 
and if we are too rigid, we will lose all the business, and we will 
have no regulation and no business. If we are not rigid enough — 
I mean, if we are too flexible, we will have the kinds of crises we 
saw before. 
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So, as I said, we need to look at this carefully. Everything is 
interconnected. One failure is going to lead to the failure of many, 
and it is going to hurt taxpayers. So we have to be careful. We 
have to be careful. 

But we should not fool ourselves into thinking a bigger capital 
cushion always means a safer system. Advances have occurred in 
risk management. Management makes it possible to use capital re- 
quirements to make banks internalize their risk, and if a bank 
takes a calculated risk, obviously it should have more capital in 
those investments than the ones that do not. But if they have to 
hold onto too much capital against safe activities, that is where we 
are losing out, and I think that is the nub of this problem that we 
have to look at. 

So a number of Members have discussed these issues, but I have 
to say candidly I am concerned that at a time when we are strug- 
gling to maintain our stature as the world’s economic center, this 
Notice of Proposed Rulemaking can hurt our ability to compete 
with France, Germany, and Japan, and particularly London. And 
make no mistake about it, London is making a strong effort to re- 
place New York as the financial capital. Their regulators are here. 
They actually go solicit companies, which we are not doing. And, 
in fact, I formed a little group along with Mayor Bloomberg to dis- 
cuss what we should do, and we are going to be examining that 
very seriously in the next few months. 

So let me say here I believe in giving all banks access to the 
international Standardized Approach, and that is an important 
step and I support it. At least banks will have one option that al- 
lows them to follow the same rules as the rest of the world. And 
with respect to the Advanced Approach, I am a little less opti- 
mistic. I take pride in representing the world’s financial capital. I 
want to make sure that our noble intentions do not backfire, and 
we need to keep the system safe and strong. We need to give New 
York banks a fair shot. 

By the way, they are not New York banks anymore. They are in 
New York, but they are international banks, and they could locate 
somewhere else very quickly. And that is their job. I would get mad 
at them if they do it. I would fight less hard for them if they did 
it. But their first obligation is to their stockholders. And so this is 
a real dilemma. 

Senator Schumer. And one other point, Mr. Chairman. There 
would be value if the GAO were to look at how any differences in 
the bank proposal could affect U.S. banks. So I am going to ask the 
GAO to conduct an expedited impartial analysis to report on the 
differences between the U.S. and foreign implementation of Basel 
II to determine which differences could have an adverse competi- 
tive consequence on U.S. banks and an adverse consequence on 
safety and soundness. 

And with that, Mr. Chairman, I really thank you for holding this 
timely and important hearing. 

Chairman Shelby. Thank you. Senator Schumer. Comptroller 
Dugan, we will start with you. All of the written testimony will be 
made part of the hearing record in its entirety. A lot of you are not 
strangers here, so you proceed. 
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STATEMENT OF JOHN C. DUGAN, 
COMPTROLLER OF THE CURRENCY 

Mr. Dugan. Chairman Shelby, Senator Johnson, and Senator 
Schumer, I appreciate this opportunity to discuss the U.S. banking 
agencies’ proposals to enhance our regulatory capital program 
under Basel II. 

The U.S. implementation of Basel II is, at its core, the effort to 
move away from the simplistic Basel I capital regime for our larg- 
est internationally active banks. The inadequacies of the current 
framework are pronounced with respect to these banks, which is a 
matter of great concern to the OCC because we are the primary 
Federal supervisor for the five largest. These institutions, some of 
which hold more than $1 trillion in assets, have complex balance 
sheets, take complex risks, and have complex risk management 
needs that are fundamentally different from those faced by commu- 
nity and mid-sized banks. 

Because of these attributes, Basel II is necessarily complex, but 
it would be mandatory for only a dozen large U.S. institutions. The 
new regime is intended not only to align capital requirements more 
closely to the complex risks inherent in these largest institutions, 
but, just as important — and this is a total departure from the exist- 
ing capital framework — it would also require them to substantially 
improve their risk management systems and controls. This would 
be accomplished using a common framework and a common lan- 
guage across banks that would allow regulators to better quantify 
aggregate risk exposures, make more informed supervisory deci- 
sions, disclose more meaningful risk information to markets, and 
make peer comparisons in ways that we simply cannot do today. 

Earlier this month, the agencies took a critical step forward in 
this process by approving a notice of proposed rulemaking. In addi- 
tion to establishing the basic Basel II framework in the United 
States, the NPR addresses two key issues about implementation. 

The first concerns the reliability of the framework itself. As you 
know, last year’s quantitative impact study of the potential impact 
of an earlier version of Basel II predicted substantial drops and dis- 
persions in minimum required capital. These QIS-4 results would 
be unacceptable to all the agencies if they were the actual results 
produced by a final, fully supervised and implemented Basel II 
rule. But they were not. Some changes already made in the pro- 
posed rule — and others that will be considered during the comment 
period — should mitigate the QIS-4 results. More important, we be- 
lieve that a fully supervised implementation of a final Basel II rule, 
with examiners rigorously scrutinizing the inputs provided by 
banks, is likely to prevent unacceptable capital reductions and dis- 
persions. 

We cannot be sure, however, and that is why the proposed rule 
will have strict capital floors in place to prevent such unacceptable 
results during a 3-year transition period. This will give us time to 
finalize, implement, supervise, and observe “live” Basel II systems. 
If during this period we find that the final rule would produce un- 
acceptable declines in the absence of these floors, then we will have 
to fix the rule before going forward, and all the agencies have com- 
mitted to do just that. 
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The second issue concerns optionality. The NPR asks whether 
Basel II banks should have the option of using a simpler approach. 
This is a legitimate competitive question, given that the largest 
banks in other Basel II countries have such an option, although, 
as a practical matter, all such foreign competitors appear to be 
adopting the Advanced Approaches. We are very interested in com- 
ments about the potential competitive effects of providing such an 
option to U.S. banks. 

The OCC has been a frequent critic of many elements of the 
Basel II framework, and we have worked hard to make important 
changes to the proposal that we thought made sense. But at critical 
points in the process, the OCC has supported moving forward to- 
ward implementation, and our reason for doing so is simple. An ap- 
propriate Basel II regime will help both banks and supervisors ad- 
dress the increasingly complex risks faced by our very largest insti- 
tutions. While we may not yet have all the details right, and we 
will surely make changes as a result of the public comment proc- 
ess, I fully support the objectives of the Basel II NPR for the super- 
vision of our largest banks. Likewise, for non-Basel II banks, I fully 
support our interagency effort to issue the so-called “Basel lA” pro- 
posal in the near future as a way to more closely align capital with 
risk without unduly increasing regulatory burden. 

In closing, let me emphasize that, as we move forward with these 
proposals, the agencies will continue to foster an open process, con- 
sider all comments, heed good suggestions, and address legitimate 
concerns. 

Thank you very much. 

Chairman Shelby. Chairman Bair. 

STATEMENT OF SHEILA C. BAIR, CHAIRMAN, 
FEDERAL DEPOSIT INSURANCE CORPORATION 

Ms. Bair. Thank you. Chairman Shelby, Senator Sarbanes, Mem- 
bers of the Committee. I appreciate the opportunity to testify on 
behalf of the Federal Deposit Insurance Corporation concerning the 
Basel II International Capital Accord. 

At the outset, I would like to emphasize that we all support mov- 
ing ahead to the next step in the Basel II deliberative process. The 
FI)IC Board of Directors recently voted to publish the Basel II No- 
tice of Proposed Rulemaking for public comment. U.S. bank and 
thrift regulators also are developing a more risk-sensitive capital 
framework for non-Basel II banks, known as Basel lA, which we 
hope to publish for comment in the near future. 

While it is important to move ahead with the process, there is 
also agreement that we must not do so in a way that will result 
in significant reductions in capital or in the creation of wide dis- 
parities in capital among different types of insured depository insti- 
tutions. 

The agencies’ most recent QIS study suggested that the Basel II 
Advanced Approaches would result in a substantial reduction in 
risk-based capital requirements. The results also showed wide vari- 
ations in capital requirements for similar risks. The agencies found 
these results unacceptable, and as a result, included a number of 
important and essential safeguards in the NPR to address them. 
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I look forward to the comments on the NPR, and I will approach 
those comments with an open mind. I particularly look forward to 
comments on the question of whether the regulators should allow 
alternatives to the Advanced Approaches. We have had a number 
of requests to allow any U.S. banks to use the Standardized Ap- 
proach to capital regulation that is a part of the Basel II Accord. 
The U.S. is the only country proposing to make the Advanced Ap- 
proaches mandatory for any group of banks. 

The Standardized Approach includes a greater array of risk rates 
than the current rules. It is simpler and less costly to implement 
than the Advanced Approaches. In addition, because there is a floor 
for each risk exposure, it does not provide the same potential for 
dramatic reductions in capital requirements. 

On the other hand, there is the argument that only the Advanced 
Approaches would provide an adequate incentive for the strength- 
ening of risk measurement systems at our largest banks. Whether 
our largest banks should be required to use the Advanced Ap- 
proaches is a fundamental issue, and as I just mentioned, I look 
forward to public input on this question. 

Before concluding my remarks on Basel II, I would like to say 
a few words about the leverage ratio. The FDIC has consistently 
supported the idea that the leverage ratio, a simple capital-to-as- 
sets measure, is a critically important component of our dual cap- 
ital regime. I am pleased that all the bank regulators have ex- 
pressed their support for preserving the leverage ratio. I appreciate 
that banks in most other Basel Committee countries are not con- 
strained by a leverage ratio and that effective capital standards 
around the world vary widely as a result. Indeed, if large European 
banks were subject to the U.S. Prompt Corrective Action standards, 
several would be considered as undercapitalized. 

For this reason, I believe that the United States should ask the 
Basel Committee to initiate consideration of an international lever- 
age ratio. The leverage ratio has provided U.S. supervisors with 
comfort that banks will maintain a stable case of capital in good 
times and bad. Similarly, the establishment of an international le- 
verage ratio would go far in strengthening the liquidity and sta- 
bility of the international banking system and help limit the con- 
sequences of reduced risk-based capital levels with Basel II imple- 
mentation. 

In conclusion, it is important that we improve the current risk- 
based capital rules without significantly reducing capital require- 
ments. In addition, we should not allow ourselves to be drawn into 
a debate about lowering capital ostensibly as a means of promoting 
international competitive advantage. The U.S. has always had high 
capital standards, and this has been a source of strength, not 
weakness, for our banking system. 

I will support implementing the Advanced Approaches only if I 
can develop a comfort level that strong capital levels will be pre- 
served. To this end, I will review with an open mind the possibility 
of allowing the U.S. version of the Standardized Approach as an al- 
ternative option for implementation of Basel II. 

In addition, as I indicated, the Basel Committee should consider 
an international leverage ratio as a way to promote liquidity and 
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ensure a baseline of capital for safety and soundness throughout 
the global banking system. 

I look forward to working with my fellow regulators to achieve 
a consensus on an outcome that is in the public interest. I appre- 
ciate the opportunity to testify regarding Basel II and look forward 
to answering any questions the Committee may have. 

Thank you. 

Chairman Shelby. Thank you. 

Governor Bies. 

STATEMENT OF SUSAN S. BIES, GOVERNOR, FEDERAL RE- 
SERVE BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM 

Ms. Bies. Thank you, Mr. Chairman, and I appreciate the atten- 
tion of the Members of the Committee. 

First of all, I think holding this hearing at this time recognizes 
the major events that have occurred in the last month, where we 
have issued the Basel II NPR and also the market risk NPR which 
will, for the first time, provide similar capital treatment for securi- 
ties and banking firms in the United States. It implements a global 
accord between the Basel Committee on Banking Supervision and 
IOSCO, and I think that also is a major step forward in getting a 
more level playing field. 

Let me focus today in my remarks on Basel II and where we are. 
As has already been mentioned, Basel II and our NPR are pro- 
posing that the core banks, who we define as the very largest and 
internationally active banks — it would be about a dozen — would 
have to adopt the most Advanced Approaches, the A-IRB for credit 
risk, and the Advanced Measurement Approach, the AMA for oper- 
ational risk. 

The U.S. proposed framework has been compared with the Basel 
framework other countries will implement where there are a vari- 
ety of options in the Basel II framework. One point I would like 
to make, though, is in many countries Basel I goes away when that 
country adopts Basel II. We have made the choice in the United 
States to maintain Basel I for the vast majority of our banking in- 
stitutions. For those countries where Basel I goes away, banks in 
those countries who are both small and large, therefore, need a va- 
riety of approaches. And so some of the Standardized Approaches 
were designed by the Basil Committee with the smaller, simpler or- 
ganizations in mind when Basel II was drafted. And I think that 
is one of the questions we will want to get comments on in the 
NPR, of how that would apply in the United States. 

The other point I would like to make is that we do know that 
while there is large variety, the largest globally active banks at 
this time are indicating that all of them are going to adopt the Ad- 
vanced Approaches, and that has been stated most recently in a 
public format in the Basel Committee’s report on QIS-5. The 
United States did not participate, but the other major countries 
did, and that is what the large international banks indicated at 
that time. 

Chairman Shelby. Does that include the Japanese banks? 

Ms. Bies. Yes. 

We also have focused so much attention on Pillar 1, I hope people 
also recognize that Pillar 2 is there. Pillar 2 involves processes to 
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address the kinds of risks that aren’t captured in credit or oper- 
ational risks in Pillar 1. It can require additional capital if there 
are those other risks, and it is part of the supervisory process that 
makes the Basel II Framework so effective. 

Finally, in looking at alternative approaches under Basel II, we 
also hope we get comment on what the implications are for Pillar 
3. Pillar 3 is the public disclosure standard of the Basel II Capital 
Accord. One of the challenges here is that we had envisioned in the 
U.S. NPR to have the very complete disclosure of risk that the 
more sophisticated models would entail. The question then is: will 
the disclosures under a Standardized Approach to Pillar 1 be suffi- 
cient to give good disclosure of how risks are managed so we have 
market discipline about risk-taking of the largest organizations. 

We continue to believe at the Fed that Basel I is inadequate for 
the largest, most complex U.S. banking organizations because they 
cannot fully capture the array of risks that these institutions face. 
Basel I does not recognize operational risk embedded in many serv- 
ices, and in our Basel I NPR that we are working on, as we did 
in the A-NPR, we do not anticipate an operational risk. Now there 
is a question that has been added about how to deal with oper- 
ational risk if we provide a standardized credit risk approach. 

Basel I also does not differentiate the riskiness of assets within 
asset types, and we have learned that the large organizations have 
quite a variety of the kind of risk exposure even though they have 
similar asset types. 

Basel II draws upon many of the economic capital models that 
the banks use for their own risk management. But one of the chal- 
lenges that we have seen is understanding the validity that these 
models have because they have different approaches. Already 
through the working in QIS-4 and -5, regulators are under- 
standing that by requiring a more standardized framework, it al- 
lows us more effectively to have transparency into how those mod- 
els work and gives us an ability to assess and identify weaknesses 
in risk management models. And for that reason, we also think 
that it is an important goal to support Basel II. 

We will continue to work on QIS-4 questions. We have strength- 
ened Basel II in the NPR, and I would note that some of the things 
that we have strengthened, the Basel Committee in QIS-5 also 
noted as areas that need further attention by the Basel Committee. 
And so many of the things we already have put in our NPR I think 
create timing differences and will be addressed on a global basis 
as the regulators worldwide work to completion of the Basel II. 

Finally, I would say, as the central bank, the Federal Reserve 
has responsibility for maintaining stable financial markets and en- 
suring a strong financial system, and that mandates that we re- 
quire banking organizations to operate in a safe and sound manner 
with adequate capital that appropriately supports the risks they 
choose to take. 

And for that reason, the Federal Reserve will continue to work 
to make sure that Basel II is implemented in an effective and safe 
and sound manner. 

Thank you. 

Chairman Shelby. Thank you. Governor Bies. 

Director Reich. 
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STATEMENT OF JOHN M. REICH, DIRECTOR, 

OFFICE OF THRIFT SUPERVISION 

Mr. Reich. Thank you, Chairman Shelhy. I appreciate the oppor- 
tunity to present the views of the Office of Thrift Supervision. I feel 
compelled to state that I began my banking career 42 years ago, 
in 1964, and I grew up with a generation of bankers who believed 
in two principles: one, you cannot have too much capital; and, two, 
you cannot have too much in loan loss reserves. And I hold those 
principles today as a member of the banking regulatory 

Chairman Shelby. I think you are a wise man. We all do. 
[Laughter.] 

Mr. Reich. When I testified before this Committee last year, I re- 
ported on the progress with the other Federal banking agencies on 
the development of the Basel II Framework, including the then re- 
cently completed QIS-4. At the time, I noted that a number of the 
concerns with the results of QIS-4. This week, the agencies are 
publishing an NPR on Basel II. I believe the NPR addresses a 
number of the issues that are raised by QIS-4, but questions obvi- 
ously remain, and there is still work to be done between now and 
full implementation scheduled for 2012. 

I do believe the addition of various prudential safeguards that 
are included in the NPR go a long way toward ensuring the safety 
and soundness of Basel II in the United States. 

Challenging policy issues remain, and we are committed to work- 
ing to resolve these issues based on comments received and to be 
received from the industry and other interested parties. I believe 
that our longer implementation period in the United States will 
provide the opportunity and the time to make whatever changes 
are necessary to implement Basel II, but this is in part predicated 
upon our receipt of ample and detailed comments from institutions 
that may be directly or indirectly affected by the proposal. 

In my written statement, I detail the various challenges pre- 
sented by the Basel II Advanced or models-based approach. While 
this approach attempts to level the playing field for banks around 
the world and provide a more accurate system of bank capital 
based upon risk, it is also complex and costly to implement, and 
it presents a number of policy and operational hurdles. 

As we develop a more sophisticated risk-based capital frame- 
work, it is also important that we consider the Standardized Ap- 
proach, the less complex alternative to the Basel II models-based 
approach. 

The Basel II NPR requests comment on this alternative, and I 
believe it is important for the Federal banking agencies to consider 
whether a Standardized Approach could achieve a number of the 
same goals as the models-based approach, but at a lower cost and 
with greater clarity and transparency. 

A critical aspect of the Basel process for U.S. regulators is ensur- 
ing that Basel II rules do not competitively disadvantage U.S. insti- 
tutions that may choose to continue operating under the Basel I- 
based approach. In addition, to address competitive equity con- 
cerns, as well as to modernize capital rules for institutions other 
than the core institutions that are expected to operate under Basel 
II, the banking agencies are also working on modernizing the exist- 
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ing Basel I rules, and we expect to release the Basel lA NPR in 
the near future. 

Before my time as the Director, OTS was an early advocate of 
comprehensively revising and modernizing Basel I. We strongly 
support amending the existing Basel I standards simultaneously or 
in close proximity to Basel II to improve the risk sensitivity of the 
current capital framework without unduly burdening affected insti- 
tutions. 

Finally, while Basel lA is intended to increase risk sensitivity 
and minimize potential competitive inequities from Basel II, many 
highly capitalized institutions have indicated that they will likely 
prefer to continue operating under the rules of Basel I. I am par- 
ticularly dedicated to the proposition that we should not unduly 
burden these institutions, and I support this flexibility consistent 
with balancing safety and soundness with regulatory burden con- 
cerns. 

The Federal banking agencies anticipate issuing the Basel lA 
NPR within the next month, and as with the Basel II NPR, we en- 
courage comment on the flexibility of this system operating parallel 
with Basel and Basel Il-based standards. 

OTS supports the goals of Basel II, and we are prepared to make 
whatever changes may be required during the next few years of 
transition in order to make Basel II work satisfactorily for U.S.- 
based institutions. We look forward to continuing the dialog on 
Basel II and the parallel implementation of the Basel lA rule- 
making, and we will continue to work with this Committee, with 
the industry, and with our fellow Federal banking regulators. 

Thank you. 

Chairman Shelby. Ms. Taylor. 

STATEMENT OF DIANA L. TAYLOR, SUPERINTENDENT OF 
BANKS, NEW YORK STATE BANKING DEPARTMENT 

Ms. Taylor. Good morning. Chairman Shelby, Ranking Member 
Sarbanes, and distinguished Members of the Committee. Mr. 
Chairman, before I begin my oral statement, I would like to pay 
tribute to Senator Sarbanes for his many dedicated years of service 
on the Senate Banking Committee. Senator Sarbanes has been a 
wonderful person to work with. He has been a true friend to the 
States and a staunch protector and defender of States rights, and 
we will miss him. 

Adoption of Basel II clearly has potential domestic implications 
that could affect our banking system and our economy. Specifically, 
we must understand the impact of these regulations on safety and 
soundness and competitive equity. 

CSBS is fully supportive of the original objectives and goals of 
Basel II to better align regulatory capital requirements to under- 
lying risks and to provide incentives to banks to hold lower-risk as- 
sets in their portfolios. However, the changes that would be imple- 
mented by Basel II must be well understood and must not have un- 
intended consequences that may prove harmful to our valuable 
banking infrastructure which has served us so well for so many 
years. 
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Therefore, before we decide to move ahead with the implementa- 
tion of Basel IPs Advanced Approaches, I believe we need to ad- 
dress a number of important issues. 

First, the results of QIS-4 in the United States showed a drastic 
drop in required capital. My fellow State supervisors and I have 
traditionally been vigilant with regard to capital requirements be- 
cause of the pivotal role capital plays in ensuring safety and sound- 
ness and in stimulating economic growth. It is our responsibility to 
ensure that changes in capital requirements are prudent, do not 
unduly benefit one type of bank over another, and that any transi- 
tion to a new calculation of capital is carefully managed. In fact, 
a major concern of mine as a State banking supervisor is that if 
Basel II goes into effect as currently constructed, the result could 
be a further erosion of the dual banking system and our Nation’s 
broad and diverse financial industry. 

Second, in order to successfully implement regulations such as 
Basel II in the United States, I believe State supervisors must have 
a more substantive role in the drafting and implementation proc- 
ess. We are very appreciative of Governor Bies’ willingness to pro- 
vide regular briefings to State supervisors on the status of Basel 
I and Basel lA. However, despite our status as the primary super- 
visor for most institutions, we have not been included in the draft- 
ing process of either Basel II or the Basel lA NPR. 

Third, CSBS is pleased with the inclusion of several safeguards 
that have been incorporated into the Basel II NPR. Primarily, the 
maintenance of the current leverage ratio is crucial in preserving 
safety and soundness in the domestic banking system. We com- 
mend Chairman Bair for initiating a dialog on the need for an 
international leverage ratio. This would be a significant step to 
strengthening the international banking system. 

I am aware of the criticism of the so-called conservativism of the 
U.S. approach to Basel II and the concern about international com- 
petitiveness. I do not believe we should be basing competitive eq- 
uity on reduced capital. Also, this is an unfounded criticism. U.S. 
banks currently hold more capital than international institutions, 
yet our banks are generally more profitable than their inter- 
national counterparts and remain highly competitive. 

I agree that our banks must remain internationally competitive, 
but our first priority must be preserving the safety and soundness 
of the system and then ensuring a level playing field for our domes- 
tic institutions. 

We now have the opportunity and the responsibility to make sure 
that when Basel II is implemented in the U.S. it will meet the ob- 
jectives first put forth in 1999. I propose that we consider simpler 
Basel II options until we better understand the consequences of 
adopting Basel IPs Advanced Approaches. Therefore, CSBS re- 
cently requested that the Federal agencies seek public comment on 
offering the Standardized Approach in the United States. The 
agencies have included such a question in the Basel II NPR, and 
we commend them for doing so. In my opinion, it is possible that 
adopting the Standardized Approach could allow us to increase the 
risk sensitivity and comprehensiveness of current risk-based cap- 
ital requirements and establish uniform capital requirements 
across all institutions. Our domestic financial system could benefit 
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from a less complex, more risk sensitive approach to monitor risk- 
based capital requirements. 

Ultimately, the intention of Basel II is to produce a stronger 
international system that does not weaken our domestic dual bank- 
ing system. The objectives put forth in 1999 must be met as we im- 
plement Basel II in the coming years. In our rush to improve safety 
and soundness and competitive equity in the international system, 
we absolutely cannot afford to weaken safety and soundness and 
competitive equity in our domestic institutions. As U.S. regulators, 
our first priority must be to our domestic institutions. 

I commend you. Chairman Shelby, Ranking Member Sarbanes, 
and the distinguished Members of the Committee for addressing 
this matter. On behalf of CSBS, I thank you for this opportunity 
to testify, and I look forward to any questions. 

Chairman Shelby. Thank you. 

I will address this first question to Chairman Bair and Governor 
Bies. For capital requirements to be effective, regulators must have 
a reasonable approximation of what the proper level of bank capital 
should be. Using that approximation, they can then determine 
whether capital requirements are too strict or too lax. A key ques- 
tion for Basel II is whether the expected declines in capital will 
leave U.S. banks undercapitalized. 

Would you comment, starting with you, Ms. Bair, on whether 
U.S. banks are sufficiently capitalized at the present time or 
whether they are over- or undercapitalized? And then explain how 
you arrive at your conclusion. And how confident are you about 
what capital levels will be under Basel II? Do you have an estimate 
of the number of Basel II banks whose capital will fall enough to 
hit the floors of the Basel II NPR? 

That is a mouthful. 

Ms. Bair. A long question. [Laughter.] 

Well, I am very comfortable with current capital levels, yes, and 

I would repeat 

Chairman Shelby. Do you believe that our banking system is in 
good shape today? 

Ms. Bair. Absolutely. The banking sector is healthy. All indica- 
tions are that it continues to be healthy, even though we are seeing 
some softening in certain areas. I think our capital standards are 
relatively high vis-a-vis other non-U. S. jurisdictions. That plays a 
crucial role in the health of our banking system. 

I would like to note, when Basel — I was not around when Basel 

II started, but going back and reading the materials of the Basel 
Committee itself and its pronouncements, consistently you will see 
that the Basel II process was not supposed to be about lowering 
capital. It was supposed to be about making the risk-based capital 
framework more risk sensitive, not about lowering capital. So it is 
frustrating to me — go ahead. 

Chairman Shelby. But the lowering of capital has gotten into 
the equation. 

Ms. Bair. It certainly has. 

Chairman Shelby. OK. 

Ms. Bair. That is a frustration to me because I see a healthy 
banking sector now, one that has been healthy for many years, and 
I see, as others have testified, banks, if anything, hold higher cap- 
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ital than their regulatory requirements. So it does not immediately 
suggest to me that banks themselves think their capital is too high. 

I think going forward the QIS-4 results were very troublesome. 
We do not know if QIS-4 is an accurate predictor of what will actu- 
ally happen under the Advanced Approaches. Some analysis sug- 
gests that actually the capital requirements — the risk-based capital 
requirements — could be even lower than suggested by QIS-4. It re- 
quires a lot more analysis. 

If we go by the QIS-4 results, though, most of the banks partici- 
pating in QIS-4 would be considered to be undercapitalized if that 
was the only constraint setting their capital. So, yes, I think that 
is why all the regulators viewed QIS-4 as unacceptable and why 
we need a lot more work and analysis before we know whether this 
is going to work or not. 

Chairman Shelby. Do you have an estimate of the number of 
Basel II banks whose capital will fall enough to hit the floors in 
the Basel II NPR? 

Ms. Bair. I do not know the number off the top of my head. We 
could provide it for you. 

[The information follows:] 



18 


DCT-13-2806 11:39 OFC LEG fFFPlIRS 


202 998 7062 P,08 


SHEILA 0. BAIR 
CHAIRMAN 


FEDERAL DEPOSIT INSURANCE CORPORATION. Washington, oo M429 
Octoba: 18, 2006 


Honorable Richard Shelby 
Chairman 

Committee on Banking, Housing, 
and Urban Affairs 
United States Senate 
Washington, D.C. 20S10 

Dear Mr. Chairman: 

I am writing to provide further information in response to a question you asked me 
during my testimony on September 26, 2006, before the Senate Committee on Banking, 
Housing and Urban Affairs. In particular, you sought information about the number of 
banking organizations participating in the agencies’ most recent quantitative impact study 
(QIS-4) that are identified by that study as potentially being constrained by the various capital 
floors and safeguards included in the Basel II Notice of Proposed Rulanaking (NPR). 
Twenty-six banking organizations participated in the study, representing $5.5 trillion in bank 
assets, or 57 percent of the assets held by aU FDIC-insured banks. 

The NPR relies on three basic mechanisms for ensuring that minimum capital 
requirements do not fall in an unsafe manner. First, tiie NPR will impose transitional floors 
for each institution to limit reductions in minimum capital to 5 percent per year during the 
three-year transition period. Second, the NPR leaves unchanged the existing leverage ratio , 
starotods, which place hard-and-fast limits on minimum coital. Finally, the NPR indicates 
that regulatory changes will be made if Basel E institutions, in aggregate, exhibit a decline of 
more that 10 percent in minimum regulatory coital. 

The U.S. agencies’ QIS-4 suggested that without the safeguards contained in the NPR, 
most banks adopting Basel E would have their minimum regulatory capital requiremaits 
reduced to leveb that would be considered unsafe and unsound. The safeguards in the Basel 
E NPR have been proposed to ensure these banks continue to maintain an adequate capital 
base. The enclosed t^les provide further details. 

We hope that this information proves helpful. Thank you for the opportunity to 
testify. Please do not hesitate to contact me if you have further questions. 


Sincerely, 



Sheila C. Bair 


Enclosure 
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Table 1 

QIS-4 Changes in Capital Requirements at Bank Holding Companies 

(Measur^ bv Eflbinve Minimuni Reauiied Caaitall 

Holding Company Capital 

Number of QIS-4 Holding 
Companies 

Decline of more flian IS percent 

17 

Decline of between 15 and 10 percent 

3 

Decline of between 10 and 15 percent 

1 

Decline of less than 5 percent 

1 

Increase 

4 

Total OIS-4 banks 

26 


Table I shows that according to QIS-4 results, most banks adopting the advanced approach of 
Basel n would see an immediate reduction in their risk-based capital requirement of more 
than 15 percent.^ The transitional floors contained in the NPR ensure that any such 
reductions in capital requirements for individual banks would be phased in gradually. 


Table 2 

QlS-4 Capital Requirements Were WeQ Below Leverage Based Requirements 

(Minimiffl Tier 1 ReauiremenB u a Ptrceause of On-Balsnce Sheet Assets') 

Ratio 

Number of Companies in Range 

Less than 2 percent 

10 

Between 2 and 3 percait 

10 

Between 3 and 4 pwcent 

4 

Between 4 and 5 percent 

0 

Greater that 5 percent 

2 

Total OIS-4 banks 

26 


Table 2 shows that according to QIS-4 results^ at least 20 of the 26 participating organizations 
reports Basel n capital requirements that if implemented would make them underc^italized 
under current U.S. regulation.^ The retention of the leverage ratio will ensure that this would 
not occur. 


‘ Ti:» results described in these tables have some limitations. First, the QIS-4 did not collect information about 
insured banks, only hol^g coinpanies. While it is possible to draw inferences about insured bank t^sults firom 
die holdup cos^iany such inferences would involve a number of assun^bons. Therefore this xespoi^e 
cmly estiniates Momiatron providbd at the bolding con^sany level. Second, die iofbnnation juovided does not 
reflect the application of die so-called 1 .06 scaling factor that is contained in the NPR and die inten^onal 
Basel U Accord. This adjustment zmilnpUes the capital requirements for cretht risk by iba number 1 .06, but 
would not change die oveiall nature of results. Third, it is in^ortant to note that all of die results presented 
are estima^s provided on a best effordi basis at one point in tune. 

^ Some bank holding con^anies are subject to a three perc^ leverage requirement and some to a four percent 
leverage requirement We do not categorize the four institutioas whose tier 1 capital requirement according to 
QIS-4 rang^ between 3 percent and 4 percent of assets. 
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Chairman Shelby. Can you do that for the record? 

Ms. Bair. The QIS-4 participants, which included both core and 
opt-in banks, most of them would have been below PCA levels. 

Chairman Shelby. Governor Bies, do you have any comments in 
that area? 

Ms. Bies. Well, let me start by echoing what Chairman Bair just 
said, that none of the regulators would have accepted the state of 
the databases and models for any of the banks that participated in 
QIS-4. 

Having said that, as we got in and looked at the QIS-4 informa- 
tion, we really did find areas where either the models as we had 
defined them in our regulatory framework or where the banks were 
in the stage of implementation made us want to include additional 
safeguards in the NPR to strengthen capital in a few areas. And 
we have done that in this NPR. And there are a lot of other areas 
that we hope to get some input on. 

One of the interesting things is that, in the discussion about how 
much capital can drop under Basel II, it is important we differen- 
tiate between regulatory minimum capital and actual or total cap- 
ital that banks hold. Today, banks hold way above regulatory mini- 
mums because they are driven more by the marketplace and the 
rating agencies and other investors who also require strong capital. 
So there is more than one constituency here in terms of looking at 
total capital. 

So it is not clear to me, no matter what minimum regulatory cap- 
ital does, how much that will affect banks’ actual capital. 

But we want to make sure, as we work through this, that there 
is enough capital for the different risks, both in this NPR and 
in 

Chairman Shelby. Well, that is the basis of a sound banking 
system, is it not? 

Ms. Bies. It is. And one of the challenges we have is the banks 
use economic capital models internally that are very similar to 
what we have specified. The big difference is the banks use them 
to manage their strategy. Long run, where are they going? What 
is the kind of variation they are likely to encounter? But as regu- 
lators, we want capital to be there when the banks come under 
stress, and so we tend to focus on downturn events and more of the 
tail losses than the banks do in their internal models. And that is 
one of the reasons we are asking for more capital — that is, higher 
minimum regulatory capital — than many of them have in their in- 
ternal models. 

Again, the comments we hope to get on the Basel II framework 
will help strengthen that, but we want to make sure we are com- 
fortable that the capital is there in those stress periods. 

Chairman Shelby. Governor Bies, Senator Sarbanes brought 
this up a few minutes ago. But former FDIC Chairman William 
Isaac, who is well respected in the banking area, has raised serious 
concerns about the reliability of the data that banks will collect 
and compute to determine their capital requirements understand 
Basel IPs Advanced Approach. In prior testimony to this Com- 
mittee, former Chairman of the FDIC Isaac noted that banks do 
not have loss data going back far enough and that mergers and ac- 
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quisitions in the banking industry have left banks without con- 
sistent data. 

To what extent, Governor Bies, will these problems with data col- 
lection — knowledge, in other words — undermine the effectiveness of 
Basel IPs Advanced Approach? Have you taken this into consider- 
ation? And, if not, will you? 

Ms. Bies. We are taking it into consideration. It is one of the 
things that we spent a lot of time analyzing in the QIS-4 results 
and our foreign counterparts did in QIS-5. 

When we look at the capital, we know that all of these models 
are providing estimates. Banks also are creating new products all 
the time, and one example would be the new mortgage products 
that some of us are very concerned about that the banks are under- 
estimating risk. But that is why I emphasize that Pillar 2 

Chairman Shelby. Mortgage products with no downpayments, 
all those kind of things. 

Ms. Bies. Those negative ams and payment shocks and all those 
wonderful bells and whistles. 

Chairman Shelby. That should keep bank regulators up at 
night. 

Ms. Bies. It keeps us awake at night, and that is why Pillar 2 
is so important. It allows us as supervisors, where we feel either 
it is a new product, the model is not reliable, or it has a kind of 
risk that the Pillar 1 does not pick up — ^because Pillar 1 does not 
pick up all risk. We can specify additional capital the banks have 
to hold beyond their Pillar 1 numbers. 

Chairman Shelby. Chairman Bair, I am not picking on you. 

Ms. Bair. That is all right. 

Chairman Shelby. You just have a big portfolio here. All of you 
do. But in your testimony, you call for considering an international 
leverage ratio as a way to eliminate the competitiveness concerns 
presented by the retention of the leverage ratio under Basel II, as 
well as a way to improve global capital standards. 

Could you discuss with us the idea here a little further today and 
whether foreign regulators would be receptive to the idea? 

Ms. Bair. Thank you, Mr. Chairman. Yes, the leverage ratio is 
obviously a very simple capital-to-assets ratio. There is no cost to 
implement it. It is a hard number; it is an easy-to-determine num- 
ber. 

We have had many years’ experience with it. It has worked very, 
very well for the banking system. Canada is the only other country 
that has something like a leverage ratio, and the way they cal- 
culate theirs is a little different from ours. But I have been en- 
gaged in conversations at the staff level and at the principal level 
with other Basel country members and their representatives. I will 
be going to Mexico next week for the next Basel Committee meet- 
ing and hope to be talking more and will be formally pushing to 
have an international leverage ratio put on the agenda. 

Some responsiveness, some reluctance, a lot of reticence. This ob- 
viously is new — not a concept that has been embraced heretofore. 
But, I think particularly as we look at the potentially dramatic 
drops in risk-based capital under the Advanced Approaches as we 
are moving forward, and it is not just U.S. banks that are seeing 
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this, that that can make the leverage ratio more attractive as a 
hard baseline. 

We are not sure we are getting it right with the Advanced Ap- 
proaches. That is why we need more work. We are not sure that 
we are actually measuring risk under risk-based capital, and one 
of the good things that would occur through the leverage ratio is 
to give us a baseline, if we are not getting it right, at least pro- 
viding a floor under which capital could not drop. 

Chairman Shelby. Senator Sarbanes. 

Senator Sarbanes. Well, thank you very much, Mr. Chairman, 
and I want to thank the panel. I know you summarized the state- 
ments, and I have been through the statements, and I appreciate 
the time and effort that obviously went into them. 

Chairman Bair proposed that we negotiate an international 
agreement to establish a common leverage ratio in her testimony. 
In the next panel. Professor Tarullo supports that concept with the 
recommendation that it includes off-balance-sheet activities as well. 

The first question I want to put: Is there anyone at the table who 
holds the position that the United States should not continue to re- 
quire the leverage ratio? I take it everyone takes the position that 
we should require the leverage ratio. Is that correct? 

All right. Now, if we continue the leverage ratio, is there any rea- 
son not to seek an international agreement on a common leverage 
ratio? What is the argument, if any, against at least undertaking 
this initiative? Basel I, after all, as I recall, was an effort to raise 
the amount of capital in the international banking system, which, 
of course, is a very deep concern of ours. And Professor Tarullo in 
his statement, which is coming later in the morning — I would like 
to get these up in front of you, because you all testify and then you 
up and go away, and then these other folks come on, and they 
make these statements, and we do not have you here to sort of re- 
spond to them. So I am trying to get the horse ahead of the cart 
in this respect. 

He says, “The last thing many Basel Committee members want 
to do is to return to negotiations over international capital stand- 
ards. Understandable as that sentiment may be, I would nonethe- 
less urge our banking agencies to use the breathing space created 
by adoption and implementing regulations for Basel II to pursue al- 
ternatives both domestically and internationally. The problem with 
the A-IRB approach more than justified this response. At this junc- 
ture, the most promising approach may be a relatively simple 
international minimum capital rule accompanied by complemen- 
tary domestic measures for achieving appropriate bank risk man- 
agement and by enhanced international cooperation supervising 
complex, multinational banks. Specifically, I would suggest that the 
banking agencies raise with the Basel Committee the idea of an 
international minimum leverage ratio.” 

Then he recognizes that it is a simple rule that does not nec- 
essarily address all the complexities, but he says, “Because of its 
very simplicity, it is far more transparent in its application, far less 
easy to manipulate than more complex regulatory capital require- 
ments. It can serve, as it does today in the U.S., as a useful warn- 
ing sign to regulators and markets. Its application could be fairly 
easily monitored domestically and internationally.” 



23 


So I come back to my question. If you all believe we should have 
the leverage ratio, is there any reason not to seek an international 
agreement on a common leverage ratio? Mr. Dugan, why don’t we 
begin with you and go right across the panel. 

Mr. Dugan. Sure, Senator. Chairman Bair has put this issue on 
the table, but it is not one that we have had a chance to meet on 
as a group and discuss. 

You have stated the issue quite well in terms of our being com- 
mitted to the leverage ratio in the United States. It has worked 
well here. Just by way of back^ound, other regulators have not 
imposed a leverage ratio in their countries and in the past have 
been quite adamant, in many cases, about not believing it is appro- 
priate. 

I think the concern that some of us have had is if this gets put 
into play internationally, what is the tradeoff? What is the poten- 
tial price that we would have to pay in such a negotiation? How 
would such a leverage ratio be computed? Would there be a risk 
that our particular leverage ratio would be decreased as a matter 
of international harmony? Because, after all, the Basel Committee 
is not and never has been intended to result in identical capital re- 
quirements set by an international standard body. There has al- 
ways been an element of national discretion. And, while we prefer 
the leverage ratio in our country, there are other aspects of the Ac- 
cord that other countries prefer that we do not like. I would want 
to see what the entire package was before committing to it. I think 
those are the kinds of concerns that we need to think about as we 
discuss this issue. 

Senator Sarbanes. Are those concerns so weighty in your mind 
that you would not even put it on the table for discussion? 

Mr. Dugan. I think that is the discussion we ought to have as 
an interagency group. We really have not had any serious discus- 
sion about the pros and cons, and I would like to have that discus- 
sion. 

Senator Sarbanes. Ms. Bair, I already know your position, but 
go ahead. 

[Laughter.] 

Ms. Bair. Well, I would be happy to have anytime, anywhere, 
even more discussions on this. I think it is very hard to argue 
against at least having a debate on something. And I think we all 
agree that any discussion of eliminating the leverage ratio is off the 
table domestically. I hope the representatives of the large banks 
sitting behind me that are concerned about competitive disparities 
and treatment are listening to that, because they are going to have 
a leverage ratio here in the United States. So it seems to me that 
if people are worried about competitive disparities, frankly, I am 
more worried about liquidity and stability in the global banking 
system, particularly if we see further declines internationally in 
risk-based capital, which right now is the only constraint for the 
vast majority of Basel countries. So I think getting it on the table, 
at least forcing people to talk about it, is very, very important. We 
can control where it goes. I am not going to make any significant 
concessions on our own standards to get the debate going, but I 
think that we do need to have the debate. And since we are start- 
ing with a zero baseline for most Basel countries since they have 
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no leverage ratio, anything we can get them to do is going to raise 
the bar up in those countries. 

Senator Sarbanes. Ms. Bies. 

Ms. Bies. Senator, I think we should raise the issue at the Basel 
Committee. As Mr. Dugan just commented, this has been raised be- 
fore at other periods, and other countries have been very vocal 
against the idea. 

I think one of the challenges we will have is the legal framework 
in different countries in terms of the kind of activities that go on 
within a bank varies, and that is why we have made more progress 
using a risk-based framework where similar activities are treated 
similarly. We would have to anticipate how to deal with that issue 
because that is sort of the heart of each nation’s ability in terms 
of powers within the banks. 

Senator Sarbanes. Mr. Reich. 

Mr. Reich. Senator, when OTS has a seat at the Basel table, I 
will be happy to join Chairman Bair in advocating for an inter- 
national leverage ratio. 

[Laughter.] 

Senator Sarbanes. OK. Fair enough. 

Ms. Taylor. 

Ms. Taylor. Ditto, Chairman Reich. 

Chairman Shelby. Senator Carper. 

STATEMENT OF SENATOR THOMAS R. CARPER 

Senator Carper. Thanks, Mr. Chairman. To our witnesses, wel- 
come. It is good to see you. Thank you for joining us today. 

I do not know if my Chairman and Ranking Member have ever 
used this before, but a lot of times issues come before us, and we 
are divided. We are not sure really how to go, and oftentimes we 
will see some of my friends are for it, some of my friends are 
against it, and I am for my friends. 

In reading through my briefing materials for this hearing today, 
it looks like some blanks, including some banks that have substan- 
tial operations in Delaware, are for this and some are not. And I 
understand we are starting a 120-day comment period so that ev- 
erybody can weigh in and say what they believe is good or bad 
about this? 

Do I understand that there are about 20 banks in this country 
that would be affected? Is that correct? 

Mr. Dugan. There are about a dozen core banks that, as pro- 
posed, would be mandatory, and then there is another group of 
banks that has talked about opting in. 

Senator Carper. And it is their choice, opt in or opt out? Why 
would they opt in as opposed to opting out? What is the rationale 
for that? 

Mr. Dugan. I think the rationale is that the Advanced Ap- 
proaches are viewed as a more sophisticated system that address 
for large banks the kinds of risks that they would be involved with 
anyway. The notion is — and we heard this actually with the securi- 
ties firms that testified on the other side — that it is a measure and 
an indicia of being a large, sophisticated player. If it became a 
standard, large banks would get measured against it, and they 
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want to rise to that level, assuming it is a more rigorous way to 
measure risk in the system. 

Senator Carper. For the banks, especially American banks, I un- 
derstand there are three or four that really like this approach, and 
some that are less enamored with it. But for the ones who really 
think this is the right thing to do, what — I think I understand the 
rationale, but what is it? 

Mr. Dugan. I think the idea is that there is support for tying 
capital more closely to risk — that is how they do it themselves — 
and a recognition that the current system is not a very good meas- 
ure of that. Among other benefits, if there were a common way that 
it was done, regulators would understand better how this was com- 
puted, and there would be disclosures to markets that would re- 
ward banks that had a less risky profile according to the risk-based 
capital measurements of the Advanced Approaches. So there are 
several reasons why institutions would think this was a positive 
thing, if it were done correctly. The devil is in the details, as you 
will hear. 

Senator Carper. All right. Others, please. 

Ms. Bies. Senator, I think one of the other issues that we hear 
as we talk to banks, not only in the U.S. but globally, the sophisti- 
cated models that banks use to run their shops day to day are very 
opaque to the outside world. And what Basel II, especially the Ad- 
vanced Approaches, does is give them the confidence that regu- 
lators, in a common framework that we set out as requirements are 
confident the bank’s measure of risk is within the range of the ex- 
pected variance for the risk exposure and it is done in a consistent 
way. Today they all do it in different manners. 

The additional disclosures that are required in Pillar 3 compared 
to what is there today would give users of financial statements and 
bank customers and investors better information about the nature 
of risk the bank is taking. And as they go through time and see 
what real risks are from period to period, they can look at how reli- 
able the bank’s risk management practices are and how well they 
anticipate the kinds of situations that could create loss for that or- 
ganization. 

Senator Carper. Among the 12 or so banks that will be directly 
affected — they do not have a choice; they are going to be in whether 
they opt in or not — the folks that are less enamored with this ap- 
proach, what are they saying? What are their concerns? Are they 
legitimate? 

Mr. Reich. Too costly, too burdensome; that the regulators have 
added some safeguards which make it less conducive, less bene- 
ficial to them. 

Senator Carper. So it is burdensome, it is costly, it is not bene- 
ficial. But other than that, they are OK 

Mr. Reich. Other than that, it is a good thing. 

[Laughter.] 

Senator Carper. Let us say that you lived in Salisbury, Mary- 
land, or Foley, Alabama, or 

Chairman Shelby. Tuscaloosa, Alabama. 

Senator Carper. Whatever. Or Lewes, Delaware. Why should 
you care about this stuff? Why is it important to folks there? 



26 


Mr. Dugan. I had an outreach meeting with a group of commu- 
nity bankers last week, and I think there is a recognition that the 
very largest institutions are in a very different business in many 
ways from the community bankers, and there is a concern that if 
ever there were a problem with a large institution, it would affect 
the entire system. 

So there is concern, and I get this question all the time: What 
are you doing to make sure you have your arms around the com- 
plex risks that the largest institutions take? And one of the an- 
swers, one of the fundamental reasons we are trying to get Basel 
II right, is because it is an opportunity to move toward a more so- 
phisticated approach and to enhance risk management in a way 
that allows us to look across our largest institutions to help ensure 
that they operate in a more safe and sound manner, given the very 
different and very complicated types of risks that they take as they 
perform their function in the economy. 

Senator Carper. Ms. Bair, do you want to add anything to that? 

Ms. Bair. Yes, I would, because I think we all agree that complex 
banks need complex risk management tools. The question is wheth- 
er you tie that to capital reductions, whether you use capital reduc- 
tions as an incentive or whether under our supervisory powers, the 
banks under our jurisdiction, we ask them to have risk manage- 
ment systems that are conducive to their business model. So I 
think that is really where the issue is, not with regard to whether 
complex banks need complex risk management tools. 

Also, in the sense that these models that we are requiring banks 
to implement in the Advanced Approaches are giving us accurate — 
complex as they are — risk measurements, that is a very, very key 
question. The QIS-4 results showed that there were wide disper- 
sions in how large banks were measuring risk for identical expo- 
sure. So that suggests to me that these complex models need a lot 
more work before we can have confidence that they are really giv- 
ing us precise measures that might justify reductions in capital. 

Senator Carper. My time is expired. Can I just ask one more 
quick question? 

Chairman Shelby. Go ahead. 

Senator Carper. After 120 days goes by and people have had a 
chance to comment, what happens? 

Ms. Bair. We will all come together and make a decision. 

[Laughter.] 

I would say I want to pay tribute to Sue Bies in particular for 
the leadership she has shown and her knowledge on this issue. And 
as you can tell, we have differing perspectives, different emphasis, 
different questions. But I think everybody has worked together 
very collegially to try to come together. We did it with the Basel 
II NPR. We are doing it again with the Basel lA NPR. And I think 
when we go to final rulemaking, it will be that same collaborative 
spirit. 

Senator Carper. All right. Thanks. 

Ms. Bies. I would just like to add that, you know, we will be 
coming out next month with the Basel I NPR, and so both the 
Basel II and Basel lA NPRs will be out for comment, because we 
also care about the competitive issues within the U.S. banking sys- 
tem. So we want to look at all the comments from both proposals 
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and look at how they fit together and see if we have struck the 
right balance and have addressed the concerns of banks of all sizes, 
and that we end up with a strong capital framework going forward. 

Senator Carper. Great. My thanks to each of you. 

Thanks, Mr. Chairman. 

Chairman Shelby. Thank you. 

I think this is a very important hearing, not just for you, the 
panel, but for us and the public. I will direct these questions to 
Comptroller Dugan, Director Reich, and Superintendent Taylor. 

Basel II will not only impact the large banks that adopt it, but 
also smaller banks that will have to compete with those Basel II 
banks that will then have different and possibly lower capital re- 
quirements. Will the significant up-front costs necessary to qualify 
to use Basel II serve as a barrier, Mr. Dugan, to entry that will 
prevent banks from growing and becoming large enough to qualify 
for Basel II? In effect, will Basel II cement the position of the larg- 
est U.S. banks and give them a competitive advantage over all 
other banks? 

Community banks are especially concerned about how Basel II 
will impact them. Could you please comment on the steps that you 
have taken both to address the competitiveness issues between 
Basel II banks and community banks and to address concerns that 
Basel II will reduce loans to small businesses, which could have an 
impact on our economy? Are there additional measures necessary? 

We will start with you, Mr. Dugan. 

Mr. Dugan. Thank you, Mr. Chairman. That is exactly why we 
are putting Basel lA out for comment. You are right, it takes a 
very substantial investment in order to qualify for Basel II, and or- 
dinarily that would be out of reach for community banks. So the 
question is: In the way that Basel II is structured, does it create 
a competitive imbalance that is serious enough that we have to 
worry about ways to address it? We are concerned about that, and 
Basel lA is an effort to address some of those issues. I cannot say 
it is going to be an identical rule. If it were, we would have Basel 
II all over again. The question is: Have we struck the right balance 
there? 

In terms of small business lending, there was a proposal in the 
international version of Basel II that created a specific capital 
break, if you like, for small business lending that we did not in- 
clude in the notice of proposed rulemaking for Basel II precisely be- 
cause of this capital question. But the comparison between that 
treatment in Basel II and Basel lA is exactly why we need to put 
this out for comment and hear from people, and why we have been 
advocating an overlapping comment period so we get both sets of 
rules on the table before we get to the decisions of how to go final 
on both proposals. 

Chairman Shelby. Director Reich. 

Mr. Reich. Well, I am very concerned about the impact on com- 
munity banks with the changes that are being proposed, and I will 
be vigilantly defending and looking out for the interests of commu- 
nity banks as we go forth with Basel II and Basel lA and Basel 
I. 

One of my greatest fears at the outset a few years back about 
Basel II is that it might result in accelerated industry consolidation 
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and the disappearance of community banks from the scene. I do not 
want to see that happen. 

Chairman Shelby. Could that have an adverse effect on our job 
creation machine, small business? 

Mr. Reich. Absolutely. It would have tremendous social costs to 
local communities. 

Chairman Shelby. Ms. Taylor. 

Ms. Taylor. Once again, I want to say ditto to Chairman Reich. 
I agree with everything that he said. I am very concerned about 
the competitive imbalance, potential competitive imbalance be- 
tween the very large banks which take the advanced IRB approach 
as opposed to the smaller banks. And I am very happy that the two 
comment periods for Basel II and Basel lA are overlapping. 

Chairman Shelby. I have a number of questions here for Gov- 
ernor Bies and Comptroller Dugan, and you might want to do this 
for the record, but we would like to have this information. 

We would like to better understand your agencies’ decision to re- 
quest comments in the Basel II NPR on whether banks should be 
allowed to choose the Standardized Approach. Your agencies had 
previously decided that Basel II banks would only be allowed to use 
the Advanced Approach. 

So my question is: Why did your agencies originally decide not 
to allow banks to use the Standardized Approach? Second, why 
have you now decided to re-evaluate this decision? And, third, what 
factors will you consider when deciding whether to allow banks to 
use the Standardized Approach? Given that Fed Chairman Ben 
Bernanke, during his last appearance before this Committee, ex- 
pressed concerns about whether the Standardized Approach is ap- 
propriate for large global banks, is the Standardized Approach a re- 
alistic alternative for our biggest banks? 

You might want to do that for the record. Do you want to com- 
ment on it now? 

Ms. Bies. Let me just make one 

Chairman Shelby. Because this is a mouthful here. 

Ms. Bies. Right. I would like to do a written comment, but let 
me just put one thing in perspective. 

When we chose to go with the core group of banks, about a 
dozen, we were focusing on the complex organizations. The complex 
organizations, we feel, need some risk framework that reflects the 
kind of positions they are taking, the sophisticated instruments 
they are using. But the comment letters and requests that we re- 
cently got come from small organizations, too. And the Standard- 
ized Approach, as I have commented on, is in Basel II for the coun- 
tries who no longer have Basel I for their smallest organizations. 

So the way the questions are teed up, you will see the way Basel 
lA is teeing it up, to ask how could a Standardized Approach be 
used, and for what institutions is it appropriate. And we want to 
hear comments on this because if we want to change direction we 
want specific input — that is why we are still in the comment pe- 
riod. 

Chairman Shelby. Would you give us a comprehensive answer 
on that for the record? Because our staff and all of us would like 
to closely look at that. 

Mr. Dugan. Mr. Chairman, if I could just add one point briefly? 
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Chairman Shelby. Yes, go ahead. 

Mr. Dugan. We will be happy to provide an answer for the 
record. The Standardized Approach, the one that was adopted for 
the international community, has some hard risk weights that 
raise some concerns about whether they would be appropriate in 
the United States, and we will have to look at what would be an 
appropriate version in the United States if we were going to go 
down that path. That is exactly what we will be asking questions 
about in Basel lA, and I think that is appropriate. 

Chairman Shelby. Ms. Bair. 

Ms. Bair. I would just say I think that is a very central question, 
and I think key to that debate is input on, again, whether we see 
the need for further complex risk management, whether that can 
be done under Pillar 2 supervisory authorities or whether it has to 
be tied to capital levels. 

Chairman Shelby. I will direct this question to Governor Bies 
and Comptroller Dugan. How will your agencies monitor the imple- 
mentation of Basel II Advanced Approach by foreign regulators? 

Second, given that the implementation of Basel II will be opaque 
to anyone outside the banks and the regulators involved, what as- 
surance does this Committee and, more importantly, the public at 
large have that Basel II will be implemented properly? Governor 
Bies. 

Ms. Bies. Well, first in terms of 

Chairman Shelby. Because there is a lot of difficulty here. You 
have all said that. 

Ms. Bies. Yes, and we have been working very hard at this with 
our staffs now for a couple years. 

The Basel Committee a couple years ago created the Accord Im- 
plementation Group that has been working under the leadership of 
Nick Le Pan, who heads the Canadian bank supervisory authority, 
to work out answers to exactly the question you are asking: How 
do we work internationally to get to as much comparability as we 
can get? Internationally, you never get exactly the same treatment. 
But we want to identify how we are going to rely on each other and 
how, what we call our home host issues will be addressed. 

In addition, for the global banks — and luckily we are only talking 
about 50 or so that really create a lot of countries’ involvement — 
where they are in multiple countries across the globe, we actually 
have created a college of supervisors around that unique institution 
where we already are in a couple cases testing out what are the 
biggest issues, how would we deal with it, how would we imple- 
ment it in different countries given different legal, national re- 
quirements, and then look at the consolidated entity. So we are 
heavily into this, in part because Europe, as you know, goes live 
in January 2007 for Basel II. So we are far along in this. 

In terms of opaqueness, when we issued the NPR this week, 
there are also some templates for additional data disclosures. Some 
of these will be made public because call report data today does not 
reflect risk-taking the way we need to for these complex activities. 

There is also some additional information that will be gathered 
by the regulators and kept confidential that will allow us to look 
across organizations at comparability. 
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The public part of it we think will greatly give more trans- 
parency to the risk-taking of each of these organizations compared 
to what we provide today through today’s call report definitions. 

Chairman Shelby. Ms. Taylor, I would like to direct this next 
question to you, if I could. State banking regulators oversee the 
vast majority of our Nation’s financial institutions. Hence, Basel II 
and especially Basel lA will directly affect not only the safety and 
soundness of the institutions that State banks regulate, but also 
how State banking regulators oversee State banks. 

What has been the role of State banking regulators in the proc- 
ess for developing Basel II and Basel lA? Have you or other State 
banking regulators been included at all in the drafting process for 
the regulations? And if not, is there a mechanism through which 
your input is taken into account by Federal banking regulators? 

Ms. Taylor. No, we have not had a seat at the table. 

Chairman Shelby. You have not been consulted, basically, have 
you. 

Ms. Taylor. No. We have been briefed on what 

Chairman Shelby. Briefed? There is a lot of difference between 
briefing and being consulted. 

Ms. Taylor. Yes, sir. 

Chairman Shelby. So you have not really had any input into 
this process, have you? 

Ms. Taylor. No. 

Chairman Shelby. Thank you. 

For the entire panel, and. Governor Bies, I will start with you, 
and maybe you can answer it for everybody. Where are we in the 
process with respect to hitting the expected starting date of the 
Basel II parallel run in 2008? And would delay of implementing 
Basel II have any implications for the competitiveness of U.S. 
banks and on the safety and soundness of our banking system? 

Ms. Bies. Well, obviously, it is hard to anticipate what all the 
comments are going to be around Basel II, and I think the real 
issue is going to be how close we are in the NPR to what the com- 
menters would like us to end up with. If we hear major changes 
in the comments, it could create time pressures because we clearly 
have to get the final rule out for banks to have enough lead time 
to start and be ready for the parallel run in January of 2008. I 
think we really need to see what the comment letters are, but it 
is a very tight timetable that we are under right now. 

In terms of internationally, that could create some transitional 
issues. But, again, the AIG recognizes that different countries are 
moving at different paces. Some countries actually are moving 
ahead of the mid-year agreement. So some are further along al- 
ready than we are. So we have been anticipating the transition 
issues. Further differences in timing will make those last longer, 
and it could create some longer-term implications. But we already 
are dealing with timing issues, and I think the timing issues gen- 
erally are a little bit easier to deal with than the permanent dif- 
ferences that may happen. 

Chairman Shelby, tip to this point, a lot of our discussion here 
today has entirely focused on the application of Basel II on domes- 
tic firms. Let’s just switch the focus for a moment and ask whether 
Basel IPs reduced capital requirements could hurt a foreign bank. 
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foreign firm, and the collapse of that firm or bank could then have 
a ripple effect that ultimately hurts our bank or our banking sys- 
tem. You know, the reverse. It is always possible, is it not, that a 
large foreign bank under Basel II, which they have adopted, doing 
business in a big way in the U.S., if they got in trouble, it could 
have a ripple effect, could it not, Mr. Dugan? 

Mr. Dugan. Yes, but the whole point of Basel II is to get onto 
a common scheme and to have more harmony in terms of capital 
requirements. The effort is to avoid exactly that result. 

Ms. Bair. And I hate to be a Johnny One-Note, but this is one 
of the reasons why I think it is very important to get a debate 
going on an international leverage ratio, if we are seeing further 
reductions in risk-based capital, which is the only constraint for 
most Basel countries. We really need to get a debate going on le- 
verage — another nice thing about the leverage ratio is that it is a 
constraint on leverage so it helps promote liquidity in the global 
banking system. So I think your question is very much responsive 
to the need for an international standard of leverage. 

Chairman Shelby. Governor Bies. 

Ms. Bies. Let me just comment on how we deal with differences 
in the strength of supervision because we have this situation today. 
When a foreign bank has a legal entity in the United States, where 
any of us might be the primary supervisor, we require within that 
legal entity to hold the same kind of capital and controls that we 
would of any domestic bank. 

The additional issue, though, is when foreign bank subsidiaries 
are part of a global group, they may be branches here or they may 
rely on different control systems from the global group that are not 
in the United States physically, and that is where it is so impor- 
tant that we work with foreign supervisors. The Federal Reserve 
as a holding company supervisor looks at the strength of foreign 
bank supervisor in what we call our SOSA ratings, and we take 
that into account, whether we can rely or not rely on the foreign 
supervisors and whether we give that foreign entity the ability to 
operate in the U.S. on a level playing field. 

We have limited expansion or prohibited expansion by banks 
from certain countries where there has not been strength of their 
domestic supervision because of the contagion effect of something 
happening at their parent company. 

Chairman Shelby. Mr. Reich, do you have a comment? 

Mr. Reich. Well, I would agree with Chairman Bair that your 
question highlights the importance of an international leverage 
ratio. 

And speaking to another part of your question, I think that get- 
ting Basel II right is more important than deadlines that currently 
exist, and if the deadlines need to be adjusted, as one participant 
at this table, I am willing to adjust them. 

Chairman Shelby. Ms. Taylor. 

Ms. Taylor. I think it is important to get it right the first time 
when it goes out because it is a lot harder to fix if it is wrong going 
down the road than it is to fix now. 

Chairman Shelby. Senator Sarbanes. 

Senator Sarbanes. Well, thank you very much, Mr. Chairman. 
I know you want to get to the next panel. 
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Chairman Shelby. I think this first panel is important. 

Senator Sarbanes. It certainly is. But I am going to try to he 
very quick here. 

First of all, I want to again quote what I said in my opening 
statement, quoting Bill Isaac. “This is by far the most important 
bank regulatory issue in front of us today. If we get this one wrong, 
our Nation and taxpayers will almost certainly pay a very big price 
down the line — a price that will make the S&L debacle seem like 
child’s play.” 

I agree with that. I think this is a very large issue. I am deeply 
concerned how we got down this path without fully examining a lot 
of the implications and consequences. It is interesting to me that 
four large banks came in now and want to be able to choose the 
Standardized Approach, which would, of course, allow them to go 
into Europe without a problem, which is — or to be in Europe with- 
out a problem, although you have that one issue you say you need 
to pay attention to. 

But the consequences here are very large. I mean, we talk about 
the effects on smaller banks and small business. Isaac, who is com- 
ing up on the next panel, says, and I quote him, “We have already 
experienced a great deal of consolidation in the tl.S. banking indus- 
try, with the 25 largest banking companies now controlling some 
70 percent of the Nation’s banking assets. I am convinced that cre- 
ating a large disparity in capital standards between the large and 
small banks will lead to increased consolidation, leaving fewer 
banking choices for smaller businesses. Further consolidation in 
banking is inevitable, but it ought to be driven by market forces, 
not by capital rules that favor larger banks.” 

And Tarullo, when he appeared here last year, said, and I quote 
him, “After seeing the risk weights that will be applied to residen- 
tial mortgage and small business lending under Basel II, the 9,000 
U.S. banks that will not be applying the advanced rules will be- 
come concerned that they will be disadvantaged in competing with 
the advanced banks in those lending markets.” 

Second, we have talked here — the Chairman I think focused on 
it early on, and I think it is a very important issue — about the 
data. I mean, models, no matter how sophisticated, are no better 
than the data that go into them. The proposed Basel II rules re- 
quire that the banks have a minimum of 5 years of data, but we 
have not had a serious recession for most lending activities in 10 
to 15 years. 

And Bill Isaac, in our hearing last year, said, and I quote him 
again, “Basel II is based on inadequate and unreliable data. It is 
virtually impossible to build reliable models with such a paucity of 
information, particularly when the decade that the available data 
covers is the most prosperous in banking history.” 

I mean, talk about a leap into the unknown. In fact, I am told 
that banks are being told to put a recession into their data if it is 
not there already. Now, that is an interesting approach. You know, 
we are going to, in effect, create a scenario and try to plug it into 
the model to cover a recessionary situation. 

Now, let me address this question of the international competi- 
tion, that we would be at a competitive disadvantage. Isaac, in his 
testimony that is going to come, says, “It is argued that large 
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banks from other countries will have a competitive advantage un- 
less U.S. banks are allowed to use the advanced modeling ap- 
proach. I do not buy that argument. The fact is that U.S. banks are 
by far the best capitalized, most profitable banks in the world. 
They do a great job of meeting the credit needs of business and in- 
dividuals and are a major reason the U.S. has the strongest econ- 
omy in the world.” 

He says, “Other countries should emulate the U.S. system, not 
the other way around. The U.S. should urge other countries to im- 
pose minimum capital standards on their banks, rather than ena- 
bling U.S. banks to lower their capital to unsafe levels.” Which, of 
course, goes to this initiative. 

Is it not the case that the U.S. already has a higher capital re- 
quirement than those abroad? 

Ms. Bair. Yes. 

Senator Sarbanes. Now, is it the view of any regulator at the 
table that these higher capital requirements have put U.S. banks 
at a serious competitive disadvantage? 

Ms. Bair. No. 

Senator Sarbanes. Well, then, what is it — I mean, we are con- 
stantly hearing this argument being advanced that we are at a 
competitive disadvantage, we have got to lower the capital stand- 
ards. 

We have got the profitability of major banks, percentage of total 
average assets. There is the U.S. pre-tax profits, first on the list. 
First on the list. We seem to have been able to have better, higher, 
more quality capital standards and still sustain profitability. 

In fact, this Advanced Approach would require the banks to 
spend an inordinate amount of money to try to develop these mod- 
els, would it not? Isn’t it an expensive proposition to develop these 
models? 

Mr. Dugan. Yes, it is. Senator. I do not think any of us takes 
the position that there is a competitive disadvantage because of the 
higher capital that U.S. banks hold. I think the issue is which ap- 
proach will produce a more safe and sound result for the particular 
bank. 

Senator Sarbanes. All right. Now, here is what Isaac says. I bet 
you are all sorry I read this statement ahead of this witness. 

[Laughter.] 

“Models are important to large banks in managing banks and 
pricing risks. They are a management tool, but are very poorly 
suited for use in setting regulatory capital standards.” 

Now, the banks develop these models in any event, to some ex- 
tent, and would continue to do so, as I understand it. 

Mr. Dugan. Senator, that is not quite right. We regulators have 
the model, the banks provide the inputs to the model, and our 
model then computes the capital charge. 

Senator Sarbanes. Isaac says this: “Nearly every professional 
bank supervisor with whom I have spoken believes the Advanced 
Approach under Basel II is fundamentally flawed. Every major in- 
dustry trade group has requested that the Standardized Approach 
be made available as an option.” And they go on to talk about its 
complexity and that no one would understand it. You know, it lacks 
transparency and so forth and so on. 
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It seems to me that both of these witnesses on the next panel 
sort of say, well, look, there is a way to work ourselves out of this 
box we are in. You retain the leverage ratio. You try to get it 
adopted internationally, which would be a significant improvement 
in the capital situation worldwide with respect to the banking in- 
dustry. You allow the Standardized Approach, which has more so- 
phistication than where we are right now. But you do not get into 
all of the problems inherent in going to the Advanced Approach. 
Yet, as I understand it, some of our regulators are bound and de- 
termined that these major banks will go into the Advanced Ap- 
proach with all of the problems that come along with that. 

It seems to me — and I know you all took an initiative. Ms. Bies, 
you were in the forefront of that, I guess, and the Fed pushing 
down that path, and now it is, I would presume, awkward in deal- 
ing with your international partners to sort of come along and say, 
well, you know, wait a second, there are a lot of implications here 
and we need to come back and rethink this. 

But it seems to me, given the concerns that are being raised — 
very reasoned, I think, and rational concerns — that we need to say, 
now, wait a minute here, let’s re-examine this. 

I do not want some leap into the dark. And I do not want to be 
told that, well, you know, we can hypothetically do these models 
and everything is going to be OK. We have been through some 
rough patches up here, and we need to — and at the moment, we 
have got high capital standards and we are highly profitable. That 
seems like a pretty good combination to me. 

Thank you, Mr. Chairman. 

Chairman Shelby. Thank you. 

Before we move on to the next panel, I want to associate myself 
first with some of the remarks of Senator Sarbanes. While I recog- 
nize that the development of Basel II required a considerable 
amount of time and energy, I do not think the fact that such efforts 
have been undertaken in and of itself justifies moving forward. We 
should not adopt Basel II simply to adopt Basel II. We should 
adopt Basel II if it is sound public policy and improves the risk 
management of our financial institutions, and ultimately helps our 
economy. 

This Committee is committed to continuing its oversight of the 
Basel II process and to making sure that any changes in our cap- 
ital requirements are prudent and proper. However, the complex 
and technical nature of Basel II means that the responsibility for 
the final Basel II regulations falls distinctly on your agencies that 
you represent here today. And I think this is a matter of critical 
importance. In fact, I believe that I can say without overstating the 
significance of this issue, developing and successfully implemented 
new capital standards will be the single most important task that 
each of you will undertake during your tenures in your positions. 

As you move forward, I would just like to remind you of the dif- 
ficult lessons learned — and Senator Sarbanes talked about it; both 
of us have been on this Banking Committee a long time — when 
thousands of thinly capitalized banks collapsed during the 1980’s 
and early 1990’s. We were here. Therefore, before you do anything, 
be sure that what you are doing is right, that it is the right thing 
to do. 
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I want to thank you again for testifying before us, and you are 
going to furnish some of the information for the hearing record. 

Senator Sarbanes, do you have anything else? 

Senator Sarbanes. No. 

Chairman Shelby. We will call up our next panel now: Mr. 
James Garnett, Head of Risk Architecture of the Citigroup on be- 
half of the American Bankers Association; Mr. Daniel Tarullo, Pro- 
fessor of Law at Georgetown University Law Center, and no 
stranger to this Committee; Ms. Kathleen Marinangel, Chairman, 
President, and CEO of McHenry Savings Bank on behalf of Amer- 
ica’s Community Bankers; and, of course, Mr. William Isaac, 
former Chairman of the Federal Deposit Insurance Corporation, 
and now Chairman of the Secura Group. 

I want to thank all of you for appearing here today and for sit- 
ting through this protracted hearing. 

All of your written testimonies will be made part of the record 
in their entirety. 

Mr. Garnett, we will start with you, if you can briefly sum up 
this before we get a vote on the floor. Your entire written testi- 
mony, as I said earlier, will be made part of the record. 

STATEMENT OF JAMES GARNETT, HEAD OF RISK 
ARCHITECTURE, CITIGROUP 

Mr. Garnett. Thank you. Sir. Chairman Shelby, Ranking Mem- 
ber Sarbanes and members of the Committee, my name is Jim Gar- 
nett. Thank you for the opportunity to testify today. 

I am responsible for the implementation of Basel II for Citigroup. 
I am here today on behalf of the American Bankers’ Association. 
The ABA has long supported capital reform and remains committed 
to the implementation of Basel II in the United States. 

Unfortunately, the Basel II proposal published yesterday by the 
Federal banking agencies would place U.S. banks at a competitive 
disadvantage with foreign competitors and would impose signifi- 
cant compliance costs on U.S. banks. 

These problems are due to differences between the proposed U.S. 
version of Basel II and the internationally approved Basel Accord. 
U.S. regulators have proposed provisions that reduces the risk sen- 
sitivity of Basel II and do not apply to foreign banks. These in- 
clude, for example, longer transition floors, different definitions of 
default and special capital restrictions triggered by all Basel II 
banks in the aggregate. 

These new features which apply only in the U.S. frustrate the 
goal of aligning risk and capital and thus fail to create appropriate 
incentives for risk-taking. Therefore, we recommend that the U.S. 
version of Basel II be harmonized with the international accord. 
Doing so would better align risk in capital. It would prevent foreign 
banks from gaining a competitive advantage over U.S. banks and 
it would reduce compliance costs for U.S. banks. 

Moreover, to attain competitive balance within the American 
banking industry domestically, an appropriate update of capital 
rules is needed for all of the community and regional banks for 
which the more advanced elements of Basel II may not be appro- 
priate. We also recommend that U.S. banks be given a choice of 
capital compliance options, giving all American banks, large and 
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small, a choice of options has several benefits. Choices consistent 
with the international accord. Choice gives banks of all sizes access 
to simple and transparent methods for capital compliance. Choice 
assures a competitive domestic marketplace and choice reduces 
compliance costs. 

The compliance options might include Basel I, Basel lA, the 
Standardized, and Advanced. The Standardized Approach in par- 
ticular is transparent and cost effective. It ties capital charges to 
factors such as credit rating of the borrower and strength of collat- 
eral. The Standardized Approach is part of the international accord 
and, as such, would help to achieve the benefits of harmonization. 

In summary, we urge the banking regulators to harmonize the 
U.S. version of the accord with the international accord and to give 
all U.S. banks, large and small, a choice of capital compliance op- 
tions. Moreover, the agencies need to move quickly to revise gen- 
eral risk-based capital rules that will apply to banks not adopting 
the Basel II Advanced Approach. 

Furthermore, all options need to be implemented at the same 
time. This way, the entire industry can be prepared to follow stand- 
ards that are competitively comparable. We also hope the Com- 
mittee can support these objectives as the rulemaking process 
moves forward. 

Thank you very much. 

Chairman Shelby. Thank you. 

Ms. Marinangel. 

STATEMENT OF KATHLEEN E. MARINANGEL, CHAIRMAN, 
PRESIDENT, AND CEO, McHENRY SAVINGS BANK 

Ms. Marinangel. Chairman Shelby, Ranking member Sarbanes, 
and members of the Committee, my name is Kathleen Marinangel. 
I appear today on behalf of America’s Community Bankers, where 
I serve on the board of directors. I am also Chairman, President, 
and CEO of McHenry Savings Bank, a community bank in 
McHenry, Illinois. We are a $275 million community bank focused 
on retail customers and small business owners. We compete head- 
to-head with many large national and regional banks. 

Let me thank the Committee for its substantial oversight of the 
Basel rulemaking process. Your interest has been instrumental in 
the progress made to ensure that the banking industry in general 
and community banks in particular will be able to offer competitive 
services to the communities in which they do business. We also ap- 
preciate the thoughtful modifications by the agencies to the initial 
proposals. 

ACB, however, remains concerned about competitive and safety 
and soundness consequences that might arise from the rulemaking 
if it does not remain on track. First, Basel II should not be imple- 
mented until changes are made to Basel I to address the competi- 
tive needs of depository institutions not suited to the Basel II re- 
gime. Otherwise, we believe that Basel I banks would be left at a 
serious competitive disadvantage and would become possible acqui- 
sition targets for Basel II banks. We are pleased that the agencies 
will soon release a proposal on Basel lA intended to give these in- 
stitutions the option to more closely align capital with risk. 
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Second, we believe that an optional Basel I A standard must be 
designed to permit the majority of banks to more accurately man- 
age their risks and capital requirements. This should include more 
risk buckets and a breakdown of some assets into multiple buckets 
to take into consideration collateral values, loan to value rations, 
credit scores, and other risk factors. We would like to stress the im- 
portance of addressing every asset on a bank’s balance sheet when 
finalizing the proposed formula for Basel lA. 

The ANPR addresses some of the assets but not all. Some of the 
missing assets that need to be addressed are commercial real es- 
tate loans, bank land and buildings, prepaid assets, and cor- 
respondent bank deposits. Credit guarantees and other mitigation 
measures also should be incorporated into the framework. In short, 
the system must result in banks of all sizes having equivalent cap- 
ital charges against equivalent risk whenever possible. 

Third, we urge that capital standards be implemented in a man- 
ner that will not add significantly to regulatory burdens to ensure 
that smaller institutions who do not need complex risk manage- 
ment systems are not subjected to unnecessary regulatory burdens. 
We believe it essential to allow them to maintain the current Basel 
I capital regime as an option. 

Fourth, flexibility is key to creating a successful new capital re- 
gime. This flexibility should include the option for Basel II banks 
to choose between the Standardized Approach and the Advanced 
Approach as contemplated in the international Basel II accord. 

Fifth, we strongly support the regulators’ intentions to leave a le- 
verage requirement in place. A regulatory capital floor must be in 
place to mitigate the imprecision inherent in internal ratings-based 
systems. ACB suggests that the precise level, however, of the lever- 
age requirement should be open for discussion. 

Finally, as a community banker, I strongly believe that everyone 
would benefit if capital requirements better align capital with risk 
and if more risk-sensitive options were available. Advances in tech- 
nology and the availability of more sophisticated software would 
make implementation of a new Basel lA relatively straightforward 
for many community banks. For my bank, there would be little 
burden and a lot of benefit to my institution and the community 
I serve. I need an effective Basel lA in order to compete. 

I thank the Committee for its attention to these important issues 
and I will be pleased to answer any questions. 

Chairman Shelby. Mr. Isaac, welcome back to the Committee. 

STATEMENT OF WILLIAM M. ISAAC, CHAIRMAN, 
SECURA GROUP, LLC 

Mr. Isaac. Thank you, Mr. Chairman, Senator Sarbanes. It is 
really a pleasure for me to be here. I know that you want to move 
on quickly, so, I will just try to summarize very briefly. Plus, I 
think some of my testimony has already been 

Chairman Shelby. We have been quoting you all morning. 

[Laughter.] 

Senator Sarbanes. Professor Tarullo ought to give us the benefit 
of your thinking here. 

Mr. Isaac. Let me try to be quick here. 
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First of all, I would commend the regulators for doing a lot of 
hard work for a long time on Basel II. Everybody is acting on good 
faith and trying to get the job done. And I am not here to criticize 
anybody. I do not like the result so far, as you know. 

In particular, the advanced modeling approach to Basel II is just 
not going to work. I am very concerned with it on a variety of 
fronts. 

Chairman Shelby. Say that again. 

Mr. Isaac. The advanced modeling approach under Basel II 

Chairman Shelby. Is not going to work. 

Mr. Isaac [continuing]. Is not going to work, in my opinion. 
There are a lot of problems with it. It is fundamentally flawed. If 
we are going to go forward with it as an option, I believe that, at 
a minimum, we must maintain the leverage ratio where it is. We 
must maintain prompt corrective action. And I believe we should 
maintain the percentage limitations on reductions in capital that 
the regulators have already put into the advanced notice. 

If Basel has enough bells and whistles on it, I do not think it can 
do a lot of harm. What I really worry about is that 5 or 6 years 
from now, or 7 or 8 years from now, when there are new leaders 
in the regulatory agencies who are further removed from the 1980s, 
they will change those safeguards. And our system could get into 
a lot of difficulty. That is a real concern that I have. 

I think that it makes all of the sense in the world to resolve our 
Basel II problems. Basel II has been stuck in a quagmire for the 
better part of a decade. I believe the regulations should allow the 
Standardized Approach. 

There is a huge consensus behind the Standardized Approach. It 
is less expensive to implement and maintain. It does not purport 
to deliver more reliability than can be delivered, while the Ad- 
vanced Approach conveys a false sense of security and reliability. 
The Standardized Approach is far less intrusive than the Advanced 
Approach and will allow the banks more flexibility to manage 
themselves and update their models and not have to seek permis- 
sion from regulators to change their own models. 

The Standardized Approach is much more transparent and much 
easier for all important users of the information to understand. 
That would include boards of directors, senior management, cus- 
tomers, investors, analysts, regulators, and the media. There are a 
lot of users of this information, and the Advanced Approach is not 
something that is user friendly. 

The Standardized Approach will produce a smaller disparity in 
capital ratios between large and small banks. Moreover, it will 
allow Basel II banks in the U.S. to be treated in the same fashion 
as Basel II banks throughout the world because the Standardized 
Approach is available throughout the world. 

If we were to allow the advanced modeling approach and the cap- 
ital ratios of the large banks were to decline, that would lead to 
a competitive disparity between the large banks and the small 
banks. It would probably lead to faster consolidation of the indus- 
try, and more of it then we would otherwise experience. And I be- 
lieve that, in the end, it could be very harmful to small businesses, 
because it would deny them more choices for their banking needs. 
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I do not buy the argument that foreign banks have an advantage 
over the U.S. banks. We have the most profitable banks and the 
strongest banks in the world. If we are concerned about a competi- 
tive disparity, I endorse wholeheartedly the notion that we ought 
to be trying to get the countries around the world to impose a le- 
verage ratio on their banks, rather than allowing the capital ratios 
of our banks to decline. 

Thank you, again, for having this hearing. It is a very important 
topic and I am pleased to be a part of the process of trying to deal 
with Basel II. Thank you. 

Chairman Shelby. Dr. Tarullo, we are glad to have you back 
here. 

STATEMENT OF DANIEL TARULLO, PROFESSOR OF LAW, 
GEORGETOWN UNIVERSITY LAW CENTER 

Mr. Tarullo. Thank you, Mr. Chairman, Senator Sarbanes. 

In preparing for this testimony as we gather again here today on 
this topic, and in listening to the first panel, I thought what I 
would try to do is to sum up where I think things have changed 
in the last 10 months. 

Senator Sarbanes. I think if you drew the mike closer, it would 
be helpful. 

Mr. Tarullo. Is that OK, Senator? 

Senator Sarbanes. Yes, thank you. 

Mr. Tarullo. First, as Bill Isaac just intimated, and I think as 
your questioning of the first panel suggests, the big questions about 
the advanced internal ratings-based approach that we identified 10 
months ago have not been answered in the intervening time. 

We do not know what impact it would have, ultimately, on cap- 
ital levels. We do not know what impact it would have on the abil- 
ity of supervisors to monitor banks adequately. We do not know 
what impact it would have on the ability of our supervisors to mon- 
itor how supervisors in other countries are implementing it. We do 
not know what the impact on the competitive situation of small 
and medium-sized banks will be. And we do not know whether the 
cost of compliance for large banks is worth it. 

I do not know that everyone is prepared to jettison the advanced 
internal ratings-based approach conceptually, but I think most peo- 
ple have moved closer to that position. Most people, that is, except 
the regulators, who are trying, actually, to implement it. 

Second, how have the regulators changed in the last 10 months? 
Well, here I think we have seen some positive movement. And I, 
for one, detected a difference in tone this morning from that which 
we heard 10 months ago. That reflects, I think, more experience 
perhaps. It is definitely reflected in the notice of proposed rule- 
making, where the regulators as a group have strengthened the 
safeguards which they will impose-precisely because of all those 
unanswered questions. The regulators themselves identified in the 
NPR the uncertainty about the effects of the A-IRB approach of 
Basel II. They identified the concerns that they have as a result 
of the fourth quantitative impact study. 

I think that was the proper response. There are serious questions 
about the methodology as a whole, but to the degree we are going 
to try to learn about it, we are not going to learn about it by driv- 
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ing at 60 miles an hour around a hairpin turn in deep fog without 
knowing where we are going to come out on the other side. So we 
should have some rules, some limits, and some brakes applied. 

Third, where and how have the banks’ positions changed? Well, 
this is perhaps the most interesting development. I am not sur- 
prised that banks are still concerned that they be able to have 
lower regulatory capital levels. That is what they are usually after. 
They will set their own capital as they think they need to in the 
marketplace but, in terms of regulatory capital, their interest is al- 
most always in having it lower. 

The interesting development, though, is the proposal of the four 
large banks to use the Standardized Approach. I think this reflects 
a recognition that, with the safeguards that are necessary in the 
A-IRB approach, it is not clear that they will get the big capital 
reductions that they had counted on based on the QIS studies. 
Having seen that, they have quite rationally said “Let us look at 
the other approach that is much less costly to implement, even 
though it is going to produce a much smaller decline in regulatory 
capital, and let us go that route.” And, as Bill pointed out, there 
are a lot of ancillary benefits for other banks that may come along 
with the adoption of the Standardized Approach. 

I would just make one further point. The object of Basel II, as 
with Basel I, was to create a common minimum approach to regu- 
lation, not a common maximum, a floor and not a ceiling. I do not 
think we want our regulators or our representatives in the Senate 
thinking that any time the regulators do anything different from 
what the Basel accord indicates that it is somehow inappropriate, 
that it somehow failed to harmonize properly. 

We are supposed to be providing a safe and sound banking sys- 
tem in the United States. We are using the Basel accord as a tool 
to assure at least a minimum such system in other countries, and 
that is the way that we should think about it. If there are prob- 
lems — and I endorse Chairman Bair’s to move a leverage ratio for- 
ward internationally — if there are problems with implementation 
overseas of Basel II, if it is too lax, our representatives in the Basel 
Committee should point that out and should seek the kind of 
strengthening that will make the entire global financial system 
safer. 

Thank you. 

Chairman Shelby. Mr. Isaac, I will start with you. 

We have received testimony suggesting that, unless U.S. banks 
can hold as little capital as foreign banks, U.S. banks will be placed 
at a competitive disadvantage versus their foreign competitor. 
Could you please discuss the relationship between the amount of 
capital a bank holds and its profitability? 

U.S. banks are presently very well capitalized and very profit- 
able. Does this suggest that strong capital requirements do not ad- 
versely affect the competitiveness of banks? 

Mr. Isaac. I believe that strong capital requirements are actually 
an asset. I think it is one of the great strengths of our banking sys- 
tem in this country. 

For one thing, it makes pricing in the banking industry more 
sane. If you have to earn a certain amount of return on your cap- 
ital and if you are required to have more capital, you are going to 
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price your products accordingly and you are not going to take 
undue risks. And I believe that during the 1980s, when our banks 
and thrifts did not really have enough capital, they were willing to 
take a lot of risks because they did not have that much at stake. 

Today, our banks are much saner about pricing their risks and 
what risks they take than they were in the 1970s and the 1980s. 
So, I think that having capital is a competitive advantage and it 
also makes our banks much more attractive partners for people 
around the world who need financing. 

Chairman Shelby. Mr. Garnett, in your testimony you state that 
the changes that banking regulators have made in the Basel II 
NPR mean that banks will, quote — I am quoting you — realize few, 
if any, of the benefits that were anticipated at the inauguration of 
the Basel II exercise, end quote. 

Could you explain the types of benefits that banks expected to 
attain from Basel II but are now unlikely to realize? And if these 
benefits include capital reductions, how large must the capital re- 
ductions be for Basel II to be most effective for banks? 

Mr. Garnett. I think it is 

Chairman Shelby. What did they expect in the beginning? 

Mr. Garnett. The objectives of the Basel II accord were very 
straightforward and simple and certainly the U.S. banks, certainly 
the large banks, supported those objectives. Very simply, those 

Chairman Shelby. What were those objectives? 

Mr. Garnett. Very simply those objectives were consistency of 
capital regimes globally, useability, in other words, let’s use as 
much of the internal systems as we can or develop capital require- 
ments that, in fact, were useable to better manage risk internally. 
And aligning capital with risk was the primary impetus of why we 
are probably here today talking about Basel II. That was the pri- 
mary objective. 

We support all of those objectives to this day. 

Chairman Shelby. What are your concerns now? 

Mr. Garnett. Let me also make one other point regarding the 
issue 

Chairman Shelby. Sure. 

Mr. Garnett [continuing]. Of our expectations of lower capital. 
I do not think there were any expectations whatsoever at the out- 
set of Basel II. I think there was a lot of time spent, 6 or 7 years, 
with regulators trying to get the measurements to be useful and 
consistent and aligned with risk. 

There has been a lot of talk about the decline in capital that was 
discovered in the QIS-4, and rightly so. We believe very strongly 
in a safe and sound banking system. I would caution interpreting 
the QIS results to the extent that perhaps conclusions have been 
drawn today. 

First of all, that QIS study was performed in probably the most 
benign period, most favorably period in quite some time. When you 
have a risk-based capital process where risk is aligned with capital, 
when you are taking on less risk, as you would be, intuitively, in 
a very benign period, you would expect some decline in capital. 

To conclude that the declines that we saw and the magnitude of 
the dispersions that we say in the QIS-4 would have resulted if the 
entirety of the Basel II process had been completed. In other words. 



42 


were these models validated? Was there substance behind the 
data? Was there adequate stress testing to ensure that there was 
capital in place in the event of a weak downturn? None of these 
other supervisory and management practices that are employed, 
not only with the regulators, but internally in the banks, were ever 
employed. 

So, we kind of did a quick look. I certainly think that the bank 
systems at the time were probably not in the greatest shape. A lot 
of work has been done since then, but, more importantly, we did 
not let the supervisory process play a role there. 

Chairman Shelby. Do you believe that banks are presently over- 
capitalized? 

Mr. Garnett. I do not know how to pick the magic number. 

Chairman Shelby. Sure. 

Mr. Garnett. We have decided that the current regime and the 
amount of minimum capital that is formulated from that regime, 
which, as I have said, we think is probably pretty broken. We are 
using that as a benchmark. 

I, unfortunately, cannot give you a better benchmark. I will tell 
you that, when it comes to the capital planning process, regardless 
of whether or not minimum capital will go down or go up — and by 
the way, under the Advanced Approach, I think if you look at what 
happens to the Advanced Approach minimum capital during a pe- 
riod of just moderate economic weakness, not to mention a severe 
weakness, in fact, the amount of capital is higher than what it 
would have been under Basel I. And there have been some very in- 
teresting studies that we can certainly share with you to dem- 
onstrate that conclusion. 

Capital management takes the form of a number of different fac- 
tors. 

Chairman Shelby. It does. 

Mr. Garnett. Certainly, minimum capital is something that is 
an extremely important part of that process, but so is making sure 
that the amount of capital that banks hold today can provide the 
appropriate amount of cushion in the event of a downturn or in the 
event that balance sheets or risks could not be moderated or miti- 
gated is also an important part of that process. 

Chairman Shelby. You know, I have been on this Committee a 
long time. I do not know, myself, of any bank that has been well 
capitalized and well managed and has ever gotten in trouble. Mr. 
Isaac might have a different view because of his background, but 
if you are well capitalized and well managed, you are pretty sound, 
aren’t you? 

Mr. Isaac. Generally speaking, that is right. 

Chairman Shelby. Mr. Garnett, would you support an inter- 
national leverage ratio as a way to address some of your concerns 
about the competitive problems raised by retaining the leverage 
ratio under Basel II? 

Mr. Garnett. Mr. Chairman, the concept of an international le- 
verage ratio is something that, quite frankly, we heard very, very 
recently. 

Since I am here today 

Chairman Shelby. Would you explore it and talk to us about it? 
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Mr. Garnett. I have not had the opportunity to talk with the 
memhers. 

Chairman Shelby. Sure. 

Mr. Garnett. It is very clear by statements that have been made 
by your Committee, as well as the regulators that were here about 
half an hour ago that the leverage ratio is probably not going any- 
where soon, even though it is a difference in regimes, if you would. 

So, if you will give us a little bit of time to learn more about that 
concept 

Chairman Shelby. Yes. Let you learn more about it 

Mr. Garnett [continuing]. I am sure that we would be more 
than happy 

Chairman Shelby. Absolutely. 

Mr. Garnett [continuing]. To respond to your question. 

Chairman Shelby. Professor Tarullo, are the floors banking reg- 
ulators have put in place on the amount capital can fall during 
transition periods and after implementation of Basel II sufficient to 
reduce the risk of proceeding with Basel II? 

Do you want me to say that again? 

Mr. Tarullo. Mr. Chairman, I, as you can tell, have serious 
doubts about the whole AIR-B approach. 

Chairman Shelby. Sure. 

Mr. Tarullo. My preference would be that over time we not im- 
plement the A-IRB approach at all. 

Having said that, it is part of Basel II. I agree with Mr. Garnett 
on the need for choice for the banks that are confronted with this 
new regime. Therefore, I think the regulators have done a reason- 
able job of putting in place — retaining, really — one safeguard, 
which is reflected in congressional legislation, the leverage ratio. 
And second, they have put in place two other kinds of safeguards, 
one bank specific, and the other applying to all AIR-B banks. 

Might I have calibrated it a bit differently? Perhaps. But the reg- 
ulators have a tough job and I think those proposals are reason- 
able. 

Chairman Shelby. Ms. Marinangel. 

Ms. Marinangel. Marinangel. 

Yes. 

Chairman Shelby. In your testimony, you support maintaining 
the leverage ratio as part of Basel II as a way to mitigate the im- 
precision inherent in a ratings-based capital requirement system. 
Would you explain why a ratings-based system is, quote, imprecise, 
and would you explain how maintaining the leverage ratio will help 
level the playing fields for community banks when they compete 
against banks that have Basel II, if that happens? 

Ms. Marinangel. Any system, any internal ratings-based system 
is, of course, only as precise as the data that you put into the sys- 
tem. And, as you know, any software program that you design for 
risk management includes subjective input. Therefore, there would 
be imprecision. 

The leverage ratio, I think, is important to maintain. I do not 
know if the current level is the right level but I think it does add 
stability. I would like to comment a little bit, as well, about the re- 
duction in the required level of capital held when you risk weight 
assets. From a community bank’s point of view, and from my point 
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of view, even before Basel II was being introduced, I guess I was 
very frustrated about the fact that the capital held for the assets 
did not truly reflect the risk. 

So, for many years I was working on trying to modify Basel I 
through the regulatory agencies and through the national trade 
groups. I actually have run the Basel lA model myself in my shop 
and there also is a reduction in the required capital level. And that 
is because some of the assets are, you know, a 90 percent loan-to- 
value mortgage is weighted the same as a 20 percent loan-to-value 
mortgage and that does not make any sense. 

So, I am not too concerned about the drop in the level of capital 
required when you risk weight the assets. I guess from my point 
of view, in my small community and doing the small business 
loans, it would be helpful to have a reduction in the capital held 
for risk-based assets. It would allow me to make more small busi- 
ness loans, and, for example, a small business loan to a person who 
has a lot of collateral backing it, let’s say a guarantor that has a 
high net worth, would allow me to risk weight that loan lower in 
a lower bucket and hold less capital. Let’s say that you might even 
weight that commercial small business loan at 50 percent. It would 
allow me then to make more business loans in my community. And 
it is critical. 

So, I really am not as concerned — and we have talked a lot about 
Basel II, but it so important to talk about Basel lA for the 9,000 
community banks that will work this. And it can be Basel lA, it 
could be the Standardized Approach, but if I cannot risk weight 
those assets properly, then I am held back from making more 
loans. 

Also in my town, just for your information, I have 28 banks in 
my town of 24,000. I have many national banks. Citibank, J.P. 
Chase Morgan. I also have foreign banks in my town, Harris, La- 
Salle, Bank of Scotland. So, I have to be able to compete. I can 
make more loans if I can risk weight my assets. 

Chairman Shelby. But if you can compete on a level playing 
field, you can 

Ms. Marinangel. Absolutely. I need to. Yes. I need to be able to. 

So, I am not as upset or concerned about the lowering of the cap- 
ital when you risk weight even Basel II Advanced A-IRB Approach 
or in a Basel lA that allows me to risk weight. You will have a 
drop because these assets are not being reflected properly. So, I am 
not as concerned about it as everybody else, as long as all of us can 
truly reflect the assets so I can serve my community. 

Chairman Shelby. Are a lot of your customers small businesses, 
startup companies, and everything? 

Ms. Marinangel. Well, we have some startup, but we also have 
some pretty established customers. We do a lot of consumer lend- 
ing. We do indirect financing for auto and RV and boat dealers. So, 
my goal had been to diversify assets so that I can reprice 

Chairman Shelby. Sure. 

Ms. Marinangel [continuing]. After the savings and loan — and 
I had been a State-chartered savings and loan, but now I am a sav- 
ings bank charter. 

You know, we had to be able to diversify assets for repriceability. 
So, a lot of the commercial mortgages and real estate loans adjust 
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with prime, and consumer loans, a third reprice annually. So, yes, 
we are very diversified and we feel we can compete as long as we 
have a level playing field. 

Chairman Shelby. Senator Sarbanes. 

Senator Sarbanes. Thank you very much, Mr. Chairman. 

I want to address these models that are being posited under 
Basel II. First of all, I understand the Basel II require that banks 
have a minimum of 5 years of data; is that correct? 

Mr. Garnett. I am sorry, were you addressing that to me. Sir? 
Yes, that is 

Senator Sarbanes. Yes, well, I think I should go to the bankers 
first. 

Mr. Garnett. Yes, Sir. That is correct. 

Senator Sarbanes. OK. 

Now, I am concerned about how confident we can be that banks 
have enough historical data in their internal risk-based models to 
provide accurate evaluation of risks. How many years of data do 
most banks have for building their models? 

I guess I should go to you again, Mr. Garnett, because you, es- 
sentially, I guess, speaking for the banks that were engaged in the 
process of building the models. 

Mr. Garnett. Yes, Sir. I do not think that there is a single num- 
ber I could give you. I could probably give you a range. There are 
banks that have as many as 30 years worth of data, other banks 
that may not have that much. 

Senator Sarbanes. Are you giving away a propriety secret if I 
ask you how many years of data does Citi have in its model? 

Mr. Garnett. I would prefer not to have to answer that question, 
if you do not mind. Sir. 

Senator Sarbanes. I am told that the banks were told to put re- 
cession into their data, since we do not really have a recession over 
the last 15 years. So, if your bank’s data does not run for a period 
longer than 15 years, it is not factoring in a recession; is that 
right? 

Mr. Garnett. That could very well be the case. I am not familiar 
with the term, building a recession into the data. What I am famil- 
iar with, and it is a very important part of Basel II, is Pillar 2 re- 
quirements with regard to stress testing. It is clearly very impor- 
tant to make sure that the capital levels that are required in both 
good and bad times is achievable. And by looking at stress tests, 
it is a very important way of making sure that there is a capital 
planning process if we happen to be doing this exercise in a good 
time, to make sure that there is a flexibility and a capacity for that 
organization individually to meet minimum capital requirements in 
the even of a downturn. 

Now, that could take the shape of various activities on the bal- 
ance sheet. It is not just a capital, necessarily, action plan. But 
stress testing is an extremely important part of Basel II. And it 
gets at the point that-I agree 100 percent with you. You cannot 
simply assume that if we are operating with data that has been, 
you know, in very good times, that that will necessarily be the best 
predictor of what happens tomorrow. That is why Pillar 2 and 
Basel II are extremely important. 
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Senator Sarbanes. Well, let me ask you and Ms. Marinangel. 
Were you taken aback by the results of the fourth QIS, which 
showed these very substantial reductions in capital for some of the 
major banks? Did you expect that the models would produce that 
kind of result? 

Mr. Garnett. Well, because 

Senator Sarbanes. Let me preface that by underscoring the con- 
cern here because the regulators, from the very outset, in pre- 
senting their efforts on Basel II, and we have been following it for 
quite a while, but at the very outset said that this was not going 
to lead to any significant reduction of capital in the banking sys- 
tem. We were repeatedly told that. 

Ms. Marinangel. If I could answer first on this. 

I was not taken aback by that because I believe that, as I said 
before, assets are not risk weighted properly. I am also not as con- 
cerned. I feel that. 

Senator Sarbanes. Well, let me just interrupt you right there on 
the weighting of the assets and evaluating the risk. 

As I understand it, the regulators now are considering issuing 
guidance to the banks with respect to commercial real estate. They 
are concerned about the developments in commercial real estate 
and therefore may provide some guidance and caution and so forth. 

Yet, under the Basel II advanced proposal, the commercial real 
estate basket, or however you want to call it, had a 30 percent drop 
in capital. Now, how do you square that? Here we are, if we had 
gone with Basel II this particular category had a 30 percent drop, 
and yet the regulators right now are about to issue, as I under- 
stand it, guidance to the banking industry. 

Ms. Marinangel. I think I, as Mr. Garnett said, historically, we 
have had a very healthy industry. 

Senator Sarbanes. All right. Let us do that. You have a healthy 
industry. You come along and you do Basel II and the market dete- 
riorates. Now, presumably the deterioration in the industry will 
occur more quickly than the adjustment in the Basel II standards. 
What do you do in that situation? 

I mean, things are going bad, you have less capital because you 
did these evaluations, and then, all of a sudden, you are out there 
on the end of the plank. What do you do about that situation? 

Mr. Garnett. Again, I think the pillar 2 comments that I made 
just a minute ago address that concern. And that concern. Senator, 
is a very, very valid concern and should not be overlooked in any 
way. 

If you are using models that are picking up 5 years, 10 years, 
whatever many, 8 years, you are using, and you go into an eco- 
nomic downturn, it will take a while for those models to catch up 
and recognize the severity of the current situation. That is a 
known, I would not call it a weakness, but just an inherent part 
of the model. That is why the Pillar 2 supervisory oversight is so 
important. 

And as banks are now implementing internationally the Pillar 2 
oversight process, the stress testing, the rigorous validation and 
back testing that have to go along before you are even approved to 
use the Advanced Approach is a definite part of the accord that 
needs to be there. And again, I think that we need to be careful 
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that we are not making assumptions too quickly about just Pillar 
1 results when it comes to the total picture. 

Senator Sarbanes. Mr. Isaac, Mr. Tarullo, why don’t we hear 
from the two of you on this point? 

Mr. Isaac. Which point, how far back the models go 

Senator Sarbanes. Well, that, and also, if the model gives you 
a lower capital requirement and then the situation goes badly, it 
seems to me you are caught in a very difficult situation. How do 
you rectify that situation? If you put the pressure on the institution 
and raise its capital standards because things are going bad, of 
course they are, conceivably, are in a difficult situation as it is. So, 
they are confronted with an even more difficult problem. 

Mr. Isaac. I have talked to a lot of Basel II banks — not all of 
them but a lot of them — and I do not know any bank that has data 
that goes back more than 10 years and most of them do not go back 
10 years. 

For one thing, the banks do not even look today like they looked 
10 years ago because there have been so many mergers and so 
many systems that have been crammed together. So, I do not be- 
lieve the data will go back as much as 10 years in most of these 
banks. 

Senator Sarbanes. Do you differ with that, Mr. Garnett? 

Mr. Garnett. I think there are probably exceptions to what Mr. 
Isaac suggests. 

Mr. Isaac. And I allow that there may be exceptions. 

Senator Sarbanes. But that is the rule, I take it. What he said 
is basically the rule. 

Mr. Garnett. Unfortunately, I know more about my own institu- 
tion, and we agreed that we would not share that data publicly 
here, but I do what every other banking institution does. So, I 
apologize for not being more precise. 

Senator Sarbanes. All right. 

Mr. Isaac. I think the four banks have just made a huge con- 
tribution to the Basel II process by suggesting the Standardized 
Approach be made available in the U.S. because it is the way out 
of the quagmire we are in. My basic problem with the Advanced 
Approach is that I do not believe any models should be relied on 
so extensively. You should not place all of your faith in them. We 
have got to have absolute floors below which nobody can go. 

There was a lot of talk until about a year ago that Basel II was 
going to supplant the leverage ratio. I heard speeches made by reg- 
ulators saying that. 

Senator Sarbanes. Oh, yes. 

Mr. Isaac. That would have been a terrible mistake, in my judg- 
ment. Look, for example, at long-term capital management. It was 
run by world famous economists and mathematicians who believed 
they had the perfect models. I am sure we could all come up with 
example after example where models just cannot predict every- 
thing. 

So, my main concern is that we not place too much faith in mod- 
els. They are not foolproof. We have to make sure that they are not 
so complex that nobody can understand them. I want boards of di- 
rectors of banks, managements of banks, analysts, investors, the 
Congress, and the regulators to be able to understand how the 
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models are working. I think pretty much everyone can get a handle 
on the Standardized Approach. 

Whatever we use, we have got to put floors under it. If the rest 
of the world wants to have lower floors, or no floors, then so be it. 
We need to be focused on making sure that our banks are the best 
banks in the world. They are right now, and I do not want to see 
us do anything to change that dynamic. 

Senator Sarbanes. Professor Tarullo. 

Mr. Tarullo. Senator, I think your last question raises the issue 
of what a minimum capital rule is supposed to do. And what I 
think a capital rule should do is, first, to provide, as Bill just said, 
a floor, a genuine floor. But second, it has got to be a floor that 
has meaning, that is stable, and that gives a signal fairly quickly. 

If you have got lags before the model takes things into account, 
the model is not going to be providing the supervisor with the 
warning signal that some intervention needs to be made in the 
bank. So I think that the virtue of the leverage ratio in the United 
States under the prompt corrective action system that the Congress 
instituted about 15 years ago has been — notwithstanding its sim- 
plicity and, frankly, its bluntness — that it does serve as a clear and 
very difficult to manipulate floor, which, when a bank drops below 
it, sets off alarm bells here in Washington and tells supervisors 
that intervention is necessary. 

The other point that I think we should reiterate — I think it has 
been lost a bit — I certainly do not have the view that the leverage 
ratio is the only tool for supervision that a regulator should use. 
To the contrary, I think that Mr. Dugan’s stated aim last year and 
this year of making sure that he can get his arms around the risks 
that a bank is actually assuming is a very important aim. And 
models, internal credit risk models, are an important tool that the 
banks use to figure out what is going on in their institution and 
that regulators can use to figure out what is going on in that insti- 
tution. That is not the same thing as saying that they should be 
used to set minimum capital standards. 

Mr. Isaac. I want to particularly endorse the last statement. I 
agree with everything Professor Tarullo said, but that last state- 
ment is very important. The models have a good use; it is just not 
for setting minimum capital standards. 

Mr. Tarullo. And Senator, one other thing — I really do not want 
our banks to have to spend a lot of money on a duplicative process 
that they do not find particularly useful for internal risk purposes 
and that is not a particularly good standard for the regulators to 
use, either. That is why I think Bill and I both — to some degree — 
endorse the banks’ approach with the standardized option. 

Senator Sarbanes. I might note that I spared Ms. Bies’ today 
her quote, in which she said that the purpose of this exercise — that 
eventually they would get rid of the minimum capital leverage 
ratio. But you know I am greatly influenced by evaluating pro- 
posals by, sort of where you say, well, I know where you are com- 
ing from. That has been one of the difficulties here, particularly 
with the Feds 

Mr. Garnett, I just wanted to put a couple — I am just curious. 
What prompted you and the other three banks to take this public 
position? 
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I gather in the end, you ended up meeting, going to 0MB — you 
were the only one who went, as I understand it. Of course that ran 
the risk of bringing down on you the ire of the regulator. So, it was 
not, sort of a, it seems to me, sort of a run of the mill decision. So, 
what was it that prompted you to do that? 

Mr. Garnett. I think it was said very clearly this morning. If we 
are setting the rules for how risk will be priced globally through 
the Basel II or other versions of it, whether it is Basel I or Basel 
lA, I think it is extremely important to get it right. 

We need to get it right for safety and soundness reasons. We 
need to get it right for competitive reasons. We are not dismissive 
of the differences that exist in the NPR versus the international 
text. We are very supportive of floors during a transition period. 
We would just like the floors to be consistent with those floors that 
are put there for safeguards by the international community. 

The importance of getting it right led us to believe that we need- 
ed to make sure that the 0MB was — we shared our thoughts with 
that agency as we are permitted to do and probably are expected 
to do. 

With regard to introducing the Standardized Approach, there 
were two reasons for that. First of all, we realized that we had a 
domestic issue on our hands. If we were going to permit 12 to 20 
banks to use a risk-sensitive, capital aligned with risk approach 
and have the rest of the community banks, or small banks, or even 
fairly large banks on a Basel I non-risk-sensitive approach. 

Senator Sarbanes. Well, it would be everybody else 

Mr. Garnett. Everybody else 

Senator Sarbanes [continuing]. Except the 12 to 20 banks, right? 

Mr. Garnett. Correct. 

We realized, and perhaps — we being, probably, predominantly 
the largest banks, we realized a little bit late that that competitive 
domestic disadvantage was being created. 

So, one of the reasons that we introduced options, and they could 
go well beyond Standardized, and Basel lA is another example of 
an option that could be a very viable approach for banks in this 
country. We have yet to see what it really looks like. 

So, that was reason No. 1. Reason No. 2 was that we saw in the 
NPR revisions that, in our view, were going to cost the industry an 
enormous amount of money, millions of dollars, to have to adjust 
to, particularly the internationally active banks, where we are, as 
we speak, implementing Basel II practically everywhere but here. 

So, if we are forced, based on revisions from the international ac- 
cord, to spend more money on data, different calculations, on sys- 
tems — that did not seem to be a good use of our money. 

Senator Sarbanes. Are you implementing it internationally ac- 
cording to the Standardized Approach which is available, as I un- 
derstand it? 

Mr. Garnett. I am going to make it less personal. There are 
banks, U.S. banks, international U.S. banks, implementing Stand- 
ardized and Advanced via the international accord overseas. 

Senator Sarbanes. OK, thank you Mr. Chairman. 

Chairman Shelby. Thank you. 

Professor Tarullo and former Chairman Isaac, Chairman 
Bernanke stated to this Committee this past summer that he had 
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reservations about the appropriateness of the Standardized Ap- 
proach to large global banks because it did not, in his opinion, ade- 
quately address the types of risk they assume. Do you agree with 
this view? And, if so, why should large banks be allowed to adopt 
a capital requirements regime that does not fit their business? 

Mr. Isaac. I am not sure what Chairman Bernanke had in mind 
and so I cannot really address his remarks. I believe that models 
are a very important management tool in identifying, pricing, and 
managing risk in a large, complex institution. 

I believe that the regulators, to the extent that large banks are 
not focused on modeling their risks, and I think they all are, but 
to the extent that they are not, the regulators ought to be pushing 
them. 

But we are not talking about that here. We are talking about 
what tool should the regulators use to regulate capital, to put floors 
on capital in the system. I believe that the Standardized Approach 
is vastly superior to the advanced modeling approach. All we are 
doing when we go to the advanced modeling approach is forcing the 
large banks to run two systems. They are going to have to run 
their own system and they are going to run the regulatory system, 
or they are going to run one system that they cannot change unless 
and until the regulators say they can. And so I think we are just 
heaping expense on top of expense and I believe the Standardized 
Approach is superior by a long shot. 

Chairman Shelby. Professor. 

Mr. Tarullo. Mr. Chairman, on the first point, is the Standard- 
ized Approach sufficient to regulate large, complex banking institu- 
tions? Absolutely not, for the reasons that we have stated pre- 
viously. 

But you always have to look at what your viable alternatives are. 
And with all the questions about the advanced internal ratings- 
based approach, some of which I detailed earlier, I think it is an 
enormous heroic leap of faith by anyone to say that it currently 
constitutes a viable alternative. Policy-making is always a choice 
among your viable alternatives, not among some idealized view 
that you hope you can realize. 

Chairman Shelby. We better know where this road leads, had 
we now, Mr. Isaac? 

Mr. Isaac. I agree. 

Chairman Shelby. And I do not think we know today where this 
road will take us to in the financial service industry. 

Thank you for your testimony. Thank you for your participation 
in this issue. You can tell that we still have a lot of concerns on 
this issue. The Committee is adjourned. 

[Whereupon, at 12:47 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 
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Introduction 


Chairman Shelby, Senator Sarbanes, and members of the Committee, I appreciate 
this opportunity to discuss the U.S. agencies’ proposals to update and enhance our 
regulatory capital program. The agencies have developed two distinct proposals to better 
tailor a bank’s capital rules to the complexity of its risks. For our largest banks, the 
fundamental thrust of oiff efforts is the U.S. implementation of the Basel II Framework - 
a more risk-sensitive regulatory capital system better suited to the complex operations 
and activities of these institutions. For banks not adopting Basel II, the primary goal of 
our so-called Basel lA initiative is to increase the risk sensitivity of our risk-based capital 
rules without unduly increasing regulatory burden. 

These efforts are intended to ensure that bank risk management practices and 
regulatory capital requirements are commensurate with the current and emerging risks 
facing the banking industry. I view this goal as one of my highest supervisory priorities 
and critical to the maintenance of the long-term safety and soundness of our banking 
system. While the U.S. banking industry continues to operate profitably, supervisors 
must ensure that bank risk management systems and regulatory capital rules 
appropriately address current and emerging safety and soundness challenges. 

The agencies have and will continue to foster an open process as we move 
forward with these proposals to consider comments from all interested persons, heed 
good suggestions, and address legitimate concerns. In this way, we can ensure that we 
make prudent, well reasoned, and well understood changes to bank capital requirements 
and to related supervisory policies. 
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BASEL n 

The 1988 Basel Accord, also referred to as Basel I, established a framework for 
risk-based capital adequacy standards that has now been adopted by most banking 
authorities around the world. The U.S. agencies have applied rules based on the 1988 
Base! Accord to all U.S. insured depository institutions. Although Basel I was 
instrumental in raising capital levels across the industry in the United States and 
worldwide, it became increasingly evident through the 1990s that there were growing 
weaknesses in Basel I. In particular, the relatively simple framework has become 
increasingly incompatible with the increased scope and complexity of the banking 
activities of our largest banking institutions. The crude risk-weighting mechanisms of 
Basel I bear little resemblance to the complex risk profiles and risk management 
strategies that larger banks are capable of pursuing. The misspecification of risk under 
Basel I creates inappropriate incentives and arbitrage opportunities that can undermine 
supervisory objectives. And dealing with outdated and mismatched regulatory 
requirements is costly to banks. 

In response to these issues, the Basel Committee commenced an effort to move 
toward a more risk-sensitive capital regime, culminating in the publication of the Basel II 
Framework. As the OCC has noted in earlier hearings, we firmly support the objectives 
of the Basel Committee and believe that the advanced approaches of the Basel II 
Framework - the advanced internal ratings-based approach (IRB) for credit risk and the 
advanced measurement approaches (AMA) for operational risk - constitute a sound 
conceptual basis for the development of a new regulatory capital regime for large 
internationally active banks. 


- 2 - 



54 


Yesterday, the agencies published in the Federal Register a notice of proposed 
rulemaking (NPR) regarding the implementation of Basel II in the United States. While a 
draft of the Basel II NPR had already been made publicly available, yesterday’s 
publication marks the start of the official 120-day public comment period, which will ran 
through January 23. 

This proposal reflects a consensus by all U.S. agencies that implementation of the 
Basel II Framework should move forward to the next stage in the process. In that 
context, the agencies agree on two fundamental points: first, supervisors must ensure that 
regulatory capital rules appropriately address existing and emerging risks, and second, 
the current, simplistic Basel I framework no longer does that for our more complex 
banks. 

Indeed, the inadequacies of the current framework are especially pronounced with 
respect to larger U.S. banks, which we know well, because the OCC is the primary 
federal supervisor for the five largest. These institutions, some of which hold more than 
$1 trillion in assets, have complex balance sheets, take complex risks, and have complex 
risk management needs that are fundamentally different than those faced by community 
and mid-sized banks. For that reason, the agencies developed the Basel II NPR, which is 
itself complex, but which would be required to apply to only a dozen of our largest and 
most internationally active U.S. banks. 

The purpose of Basel II implementation in the United States is not only to align 
capital requirements much more closely to the complex risks inherent in these largest 
institutions, which the proposal attempts to do. At least as important - and this is a total 
departure from the existing capital framework - the proposal would also require our 
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largest banks to substantially improve their risk management systems, control structures, 
risk information systems, and related public disclosures. These enhancements would be 
accomplished using a common framework and a common language across banks that 
would allow regulators to better quantify aggregate risk exposures, make more informed 
supervisoiy decisions, and make peer comparisons in ways that we cannot today. If 
successful, such improvements would establish a more rigorous relationship among risk, 
risk management, and capital in our supervisory structure and measurably strengthen our 
safety and soundness regime for our largest banks. In addition, the enhanced public 
disclosure required under Basel II would better inform the market about a bank’s risk 
exposures and provide a consistent and understandable disclosure framework that would 
enhance comparability and facilitate market discipline. 

As has been widely reported, we have received several comments on an earlier 
draft version of this NPR. Certain of those commenters requested that we amend the 
NPR to permit Basel II banks the option of using simpler approaches in the calculation of 
capital requirements for credit risk and operational risk. To ensure that all interested 
parties have the opportunity to comment on this fundamentally important issue, the 
agencies added a question to the Basel II NPR’s preamble addressing this issue. As I 
mentioned earlier, one of the primary goals of the agencies in developing these proposals 
is “ as much as possible - to tailor a bank’s capital rules to the complexity of its risks. 
Thus, the advanced approaches of the Basel It NPR are targeted to large, complex banks. 
By the same token, the simpler Basel II approaches, as well as the forthcoming Basel lA 
proposal, have been developed with an eye towards less complex banks with more 
traditional risk profiles and activities. In this regard, we are very interested. in comments 
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on the appropriateness of permitting simpler alternatives to the advanced approaches for 
our largest, most complex banks, especially as it relates to safety and soundness and 
competitive equity concerns. I believe this is a legitimate question, given that the largest 
banks in other Basel II countries have the option of simpler alternatives to the advanced 
approaches. On the other hand, as the agencies note in the preamble to the NPR, virtually 
all non-US banks comparable in size and complexity to our core banks appear to be 
adopting the advanced approaches, though not with the changes that we propose in the 
NPR. I hope commenters will take all these factors into account when responding to the 
question. 

The agencies have also received comments from U.S. banks expressing concerns 
about what they believe is the excessive conservatism of the NPR. Many of the specific 
provisions of the NPR cited by the banks relate to safeguards put in place by the agencies 
after an assessment of the results of our last quantitative impact study, discussed below, 
including the enhancement of the NPR’s transition period to strictly limit potential 
reductions in capital requirements through capital floors and other devices. 

In previous Congressional testimony, in Basel Committee deliberations, and in 
discussions with the industry and other supervisors, the OCC has repeatedly emphasized 
that reforms to our regulatory and supervisory sfructure must be adopted in a prudent, 
reflective manner, consistent with safety and soundness and the continued competitive 
strength of the U.S. banking system. In furtherance of those standards, the U.S. agencies 
conducted Quantitative Impact Study 4 (QIS-4) in late 2004 and early 2005. 

It is well known that QIS-4 helped us identify significant issues about Basel II 
implementation that have not been fully resolved. The QIS-4 submissions evidenced 
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both a material reduction in the aggregate minimum required capital for the QIS-4 
participant population and a significant dispersion of results across institutions and 
portfolio types. One measure produced by QIS-4 is the estimated change in “effective 
minimum required capital,” which represents the change in capital components, 
excluding reserves, required to meet the eight percent minimum total risk-based ratio. 

This measure is independent of the level of capital actually held by institutions and of 
their currently measured capital ratios. After application of a scaling factor as proposed 
in the NPR, the decrease in effective minimum required capital compared to existing 
standards was 11.7 percent, with a median decrease of 22.6 percent, aggregating over the 
QIS-4 participants. Additional QIS-4 analyses also confirmed that the dispersion in 
results - with respect to individual parameter estimates, portfolios, and institutions - was 
much wider than we anticipated. In particular, the agencies’ additional analysis revealed 
a wide dispersion of results between institutions with respect to individual credit 
exposures and selected portfolios, even when controlling for differences in risk. 

In short, the QIS-4 results and the inevitable questions they raise have been the 
source of serious concern for the banking agencies. There is consensus among the 
agencies that, if these were indeed the results that would be produced by a final Basel II 
rule, that would be unacceptable. Having said that, there were very significant limitations 
to QIS-4, and as a result, it would be a mistake to assume that the magnitude of the 
reduction and dispersion in capital requirements that were estimated would hold true with 
a fiilly implemented Basel II rule. In particular, because the regulators had not yet 
specified all the requirements for a complete Basel II regime, QIS-4 could not be 
designed to take into account such requirements. Even more important, the integrity of 
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the final capital requirements produced by a “live” Basel II system will be affected 
fundamentally by the scrutiny that examiners will apply to the inputs that banks will 
provide to produce the final capital requirements. With a final rule, final supervisory 
guidance, and rigorous examiner scratiny, we believe the magnitude of capital reductions 
and dispersion revealed by QIS 4 is likely to be mitigated. 

Nevertheless, that outcome is not assured, and as a result, the process for 
implementing Basel II as established in the NPR is designed to provide the OCC and 
other agencies a complete understanding of the Framework’s implications for the banking 
system without risking unacceptable capital reductions. Specifically, the Basel II NPR 
includes several key elements that allow for the progress we believe is necessary, over 
time, for risk management and supervisory purposes, while strictly limiting reductions in 
risk-based capital requirements that might otherwise result from systems that have not 
been proven. 

The first element is a one-year delay in initial implementation, relative to the 
timeline specified by the Basel II Framework. As a result, the “parallel run,” which is the 
pre-qualification period during which a bank operates IRB and AMA systems but does 
not derive its regulatory capital requirements from them, will be in 2008. The parallel 
mn period, which will last at least four quarters but could be longer for individual 
institutions, will provide the basis for the OCC’s initial qualification determination for 
national banks to use Basel 11 for regulatory risk-based capital purposes. Following 
initial qualification, a minimum three-year transition period would apply during which 
reductions in each bank’s risk-based capital would be limited. These limits would be 
implemented through floors on risk-based capital that will be simpler in design and more 


- 7 - 



59 


conservative in effect than those set forth in Basel 11. For banks that plan to implement 
the Basel II Framework at the earliest allowable date in the United States, we are 
proposing the following timetable and transitional arrangements: 


Year 

Transitional Arrangements 

2008 

Parallel Run 

2009 

95% floor 

2010 

90% floor 

2011 

85% floor 


The OCC will assess national banks’ readiness to operate under Basel Il-based 
capital rules consistent with the schedule above and will make decisions on a bank-by- 
bank basis about termination of the floors after 201 1. 

We will also retain the Prompt Corrective Action (PCA) and leverage capital requirements in 
the proposed domestic implementation of Basel II. For more than a decade those provisions have 
complemented our basic risk-based capital rules, and U.S institutions have thrived while building 
and maintaining strong capital levels - both risk-based and leverage. This capital cushion has 
proved effective, not only in absorbing losses, but also in allowing banks to take prudent risks to 
innovate and grow. 

While we intend to be true to the timelines above, we also expect to make further 
revisions to U.S. Basel Il-based rules if necessary during the transition period (i.e., before 
the system- wide floors terminate in 201 1) on the basis of observing and scrutinizing 
actual systems in operation during that period. That wilt allow us to evaluate the 
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effectiveness of the Basel Il-based rules on the basis of real implementation and to make 
appropriate changes or corrections while the prudential transition safeguards are still in 
effect. In other words, we will have strict safeguards in place to prevent unacceptable 
capital declines during the transition period, and if we believe that the rule would produce 
such declines in the absence of these safeguards, then we will have to fix the rule. Of 
course, any future revisions will also be subject to the full notice and comment process, 
and we expect to look to that process where necessary to help resolve difficult issues. 

Much has been said recently about the differences between our implementation of 
Basel IPs advanced approaches in the United States and that of other countries. While 
optimistic about the bank risk management and risk information systems improvements, 
enhanced controls, additional public disclosures and other benefits resulting fi'om Basel II 
implementation, we certainly recognize that we are approaching Basel II with greater 
caution than some jurisdictions, and I would like to reiterate our reasons for doing so. 
First, despite their promise, Basel II advanced systems are as yet untested. We are not so 
much concerned about whether these systems will ultimately succeed - we believe they 
will - as we are with understanding what additional refinements may be necessary to 
ensure that success. 

Second, the U.S. rulemaking process gives us advantages that are not shared by 
all supervisors. We are fortunate to be able to assess potential effects and identify 
potential concerns before finalizing a rule for implementation. In contrast, QIS-5 was 
conducted in Europe after the European Parliament finalized its implementation of Basel 
II into law, leaving European supervisors with very little ability, at least in the near term, 
to make changes. I cannot predict whether, in the near term, that might result in declines 
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in capital requirements for European banks unavailable to U.S. banks under the Basel 11 
NPR as proposed. If it does, however, I can assure you I would rather be in the position 
we are in here. And if it occurs, it would be neither unprecedented nor necessarily 
detrimental to our banks. Almost since its adoption, U.S. Basel I-based rules have been 
accompanied by additional, complementary safeguards not replicated in other 
jurisdictions. For example, in addition to our unique PCA framework, we amended our 
Basel I-based rules to address the risks of certain securitization transactions long before 
most of the rest of the world (some of which will address securitizations for the first time 
with Basel II implementation), and yet our banks continue to be world leaders in 
securitization markets. U.S. banks have long operated with both higher capital and 
higher profitability than most of their peers around the world. Strong capital is by no 
means antithetical to either innovation or high profitability. 

Having said all of this - especially the need for caution during the transition 
period - there may well be parts of the proposal that are overly conservative. The notice 
and comment process will undoubtedly result in a complete discussion by commenters of 
provisions that raise such concerns. I will carefully consider such comments, and to the 
extent they are valid, I believe we should make changes to the rule before it becomes 
final. 

The OCC has been a frequent critic of many elements of the Basel II Framework, 
and we have worked hard to make important changes to the proposal that we thought 
made sense. But it is also true that, at critical points in the process, the OCC has 
supported moving forward towards implementation. Our reason for doing so is simple - 
an appropriate Basel 11 regime assists both banks and supervisors in addressing the 
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increasingly complex risks faced by our largest institutions. While we may not have all 
the details of the proposals right yet, and we will surely make changes as a result of the 
public comment process, I fully support the objectives of the Basel II NPR. I want to see 
these proposals work because I am convinced that, if they do, they will strengthen the 
safety and soundness of the banking system. 

BASEL lA 

The complex Basel II NPR is neither necessary nor appropriate for the vast 
majority of U.S. banks. Many of these institutions need meaningful but simpler 
improvements in their risk-based capital rules to more closely align capital with risk. The 
OCC’s primary objective in developing the Basel lA proposals is to create a domestic 
risk-based capital rule with greater risk sensitivity, but without unduly increasing 
complexity or burden. That is no small challenge, and we recognize that there will be 
limits in the level of risk sensitivity that we can achieve in a relatively noncomplex rule 
designed for broad applicability to a vast array of credit exposures. 

Nonetheless, we believe there are areas in which our current rules can be 
significantly improved without requiring massive investments in new systems and 
controls. In that respect, it is important to note that, unlike Basel II, the Basel lA 
proposals are not intended, in and of themselves, to dramatically improve risk 
management. Rather, they represent an effort to design a simple but better measure of 
minimum regulatory capital requirements. Likewise, the results of Basel I A are not 
intended to replicate Basel II results - but by moving risk measurements in the right 
direction, we do expect to narrow some of the potential gaps between Basel lA and Basel 
II results. 
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The agencies remain committed to issuing the Basel lA NPR in the near future. 
We believe that overlapping comment periods for these two rulemakings is a critical 
element of our on-going effort to assess the potential competitive effects of both sets of 
proposals on the U.S. banking industry. 

Thank you very much. 
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Chairman Shelby, Senator Sarbanes and members of the Committee, I appreciate 
the opportunity to testify on behalf of the Federal Deposit Insurance Corporation (FDIC) 
concerning the Basel II international capital accord. 

The Importance of Capital 

The U.S. banking system is a network of institutions that are highly leveraged and 
whose financial health bears directly on the health of our broader economy. Significant 
problems or a lack of financial flexibility at many small banks, or at one or more large 
systemically important banks, can have contagion effects that impose significant costs on 
the deposit insurance funds and the overall economy. The special role of banks in our 
economy creates a federal interest in their sound operation and the adequacy of their 
capital. 


Economic theory describes an important rationale for bank capital regulation. 

The theory asserts that banks may tend to hold less capita! than is optimal for prudential 
purposes. When calculating economic capital needs, banks do not consider the 
substantial costs that their potential failure would impose on other parts of the economy. 
In addition, a bank’s depositors and creditors benefit from explicit and perceived safety- 
net protections. This benefit lowers the premium banks must pay for deposits and other 
forms of debt. The result is a greater proportion of debt and a lower proportion of capita! 
in banks’ overall funding mix than would exist in the absence of federal safety net 


support. 
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In the United States, we have a dual system of bank capital regulation. Banks’ 

Tier 1 capital, the high-quality capital that is most critical in absorbing losses, is required 
to exceed defined percentages of balance sheet assets. This leverage ratio requirement 
provides a baseline of capital for safety-and-soundness purposes. However, the leverage 
ratio does not address all risks. For example, it does not address the risks of off-balance 
sheet positions. Risk-based capital requirements provide a second measurement of 
capital to capture risks that are not addressed by the leverage ratio. 

The purpose of the Basel II process is to improve the current risk-based capital 
requirements. In designing and implementing these improvements, it is important to 
recognize both the inherent limitations on the ability to precisely measure bank risk, and 
the fundamental fact that supervisors’ and banks’ objectives in the capital regulation 
process are not always the same. Thus, the more reliance the risk-based capital 
regulation places on banks’ internal risk estimates, the more important is the hard-and- 
fast capital baseline provided by the leverage ratio. As discussed later in this testimony, 
the critical importance of the leverage ratio in the context of the Advanced Approaches of 
Basel II is an issue that is worthy of discussion in the international arena, as well. 

Basel n 


As you know, Basel II is an international effort by financial institution supervisors 
with the laudable goal of creating standards for capital requirements that are more risk- 
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sensitive and promote a disciplined approach to risk management at this country’s largest 
banks. Basel II also is intended to address concerns that the regulatory arbitrage 
opportunities available under Basel I threaten the adequacy of the regulatory capital 
buffer needed to ensure financial system stability. U.S. bank regulators also are 
developing a more risk sensitive capital framework known as Basel lA for non-Basel 11 
banks. 


Basel II includes several options for banks to calculate their risk-based capital 
requirements. Basel IPs Advanced Approaches allow banks to determine their risk-based 
capital requirements by using their own estimates of key risk parameters as inputs to 
formulas developed by the Basel Committee. The Advanced Approaches also contain an 
operational risk capital requirement that is based on each bank’s own estimates and 
models of its potential operational losses. The key risk parameters used to determine 
capital requirements for credit risk and operational risk in the Advanced Approaches are 
subject to supervisory review. The principal issues with respect to the Advanced 
Approaches revolve around how banks will set their risk inputs and the formulas that 
translate these inputs into capital requirements. The Advanced Approaches to Basel II 
include significant expectations for banks to have high quality risk management systems 
and have stimulated banks’ efforts in this area. 

Basel II also provides for a Standardized Approach to calculate risk-based capital 
requirements. The Standardized Approach includes a greater array of risk weights than 
the current rules, an expanded set of options for recognizing the benefits of collateral and 
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other credit risk mitigants, and new options for computing exposures to derivatives. In 
addition, the Standardized Approach includes new capital requirements for certain 
exposures not captured by the current rules, such as short-term loan commitments and the 
potential for early amortization of revolving credit securitizations. The Standardized 
Approach also includes a capital charge for operational risk. 

The FDIC Board of Directors voted to publish the Basel II Notice of Proposed 
Rulemaking (NPR) for public comment on September 5, 2006. As the U.S. banking and 
thrift agencies proceed with the deliberative process for implementing Basel II, it is 
important that the new capital framework does not produce unintended consequences, 
such as significant reductions in overall capital levels or the creation of substantia! new 
competitive inequities between certain categories of insured depository institutions. In 
this regard, there clearly remain several outstanding issues with the proposed rule. 

The first of these issues is the impact of the new framework on minimum capital 
requirements. One of the important premises on the part of financial supervisors for 
moving forward with Basel II was an expectation that it would not cause a substantia! 
reduction in minimum capital requirements. The agencies concluded, however, that 
without additional safeguards, implementing the Advanced Approach formulas could 
produce unacceptably large reductions in risk-based capital requirements. 

For example, half of the banks surveyed in the U.S. Quantitative Impact Study 
(QIS-4) reported that the Basel II formulas would reduce their minimum Tier 1 capital 
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requirements by more than 3 1 percent, with a dollar weighted average reduction of 22 
percent. Almost all of the banks participating in the QIS-4 reported Tier 1 capital 
requirements that, if implemented, would not be permissible under the current U.S, 
leverage ratio requirements. 

The large reductions in capital requirements reported in the QIS-4 probably do not 
reflect the full impact of the Basel II proposals. Among other things, the QIS-4 results do 
not incorporate the effect of important changes in the Basel II methodology for 
computing exposures to derivatives and other counterparty credit risks. These new 
methodologies will likely reduce capital requirements for these exposures in a way that 
was not reflected in the QIS-4. On the other hand, the QIS-4 does not reflect the impact 
of the 1.06 conversion factor produced by the so-called “Madrid” compromise that would 
partially offset the reduction in capital requirements that would otherwise be expected 
under the Advanced Approaches. 

Another issue of concern is a lack of an objective process within the Advanced 
Approaches for producing similar capital requirements for similar risks. The QIS-4 
showed that similar risks received very different capital requirements across the 
participating banks. The framework allows banks substantial flexibility in how they 
develop risk inputs. It remains unclear how to reconcile tlie twin goals of individual bank 
flexibility within the Advanced Approaches and regulatory consistency across banks. 
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These basic concerns about substantial reductions in capital requirements and lack 
of consistency under the Advanced Approaches create an additional concern about 
unintended competitive effects. Implementing the formulas in the Basel II Advanced 
Approaches without additional limitations could create a substantial difference in risk- 
based capital requirements between large and small banks. With the exception of credit 
card lending, banks using the Advanced Approaches likely will have substantially lower 
risk-based capita! requirements than other banks, even with the changes to the current 
risk-based capital rules for other domestic banks under consideration as part of the Basel 
lA rulemaking (discussed in more detail later in the testimony). Given the wide variation 
in capita! requirements for the same risks that is possible under the Advanced 
Approaches, unintended competitive effects also may develop among banks using the 
Advanced Approaches whose internal methodologies reflect differing degrees of 
conservatism. 

Concerns with the Advanced Approaches, with respect to undue reductions in 
capital requirements and inconsistent requirements, are not unique to the FDIC. All U.S. 
bank and thrift supervisors viewed the QIS-4 results as unacceptable and agreed to 
include substantial safeguards within the Basel II NPR to address those concerns. These 
include; the retention of the leverage ratio; an additional transition year; a more 
conservative set of transitional capital floors during those transition years that would 
apply at the individual bank level; and an aggregate 10 percent downward limit on 
reductions in risk-based capital requirements that would trigger regulatory changes if 
exceeded. 
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The next step in the process is a public comment period following yesterday’s 
publication in the Federal Register of the Basel II NPR, along with an NPR on changes 
to the market risk regulations (Market Risk NPR). In addition, the agencies published 
two notices in the Federal Register that propose certain sets of regulatory reporting 
templates (referred to as reporting requirements in the NPRs) that insured depository 
institutions and holding companies will use to report key aspects of their capital 
calculations under the Basel II and Market Risk NPRs, respectively, on a quarterly basis. 
The Market Risk NPR will propose to update the agencies’ market risk regulations to 
address strategies banks employ to use their trading books to lower capital requirements 
in ways that were not originally intended. The regulatory reporting templates will 
provide for public disclosure of the basic elements of each bank’s risk-based capital 
calculation. A more extensive set of confidential supervisory reports will be shared 
among the regulators and used for benchmarking, trend analysis and quality assurance 
purposes. The data also will be used to evaluate the quantitative impact of these rules 
and their competitive implications on an industry-wide and institution specific basis, and 
to supplement the on-site examination process. The industry and the public are being 
asked to provide substantial comment on all aspects of these proposals. 

As the members of this Committee are aware, the federal bank and thrift agencies 
have received a number of letters in recent months requesting that U.S. core banks (large 
and internationally active institutions that are required to implement the Advanced 
Approaches of Basel II) and other banks be given the option of using the Standardized 
Approach to capital regulation that is part of the international Basel II Accord. 
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The letters question whether any bank should be required by regulation to adopt 
the Advanced Approaches of Basel II and whether an alternative framework should be 
available in the U.S. Of the Basel Committee countries, the U.S. is the only country 
proposing regulatory requirements that would make the Advanced Approaches 
mandatory for certain banks. Supervisors in some Basel Committee countries have 
informally made clear their expectations for their largest banks to use the Advanced 
Approaches. Supervisors in other Basel Committee countries have indicated they have 
no such expectation and that the choice among the capital frameworks offered in the 
Basel II Accord is entirely the decision of the banks. 

If the Advanced Approaches are not mandatory, an important question is what 
capital rules will be used in their place? The current risk-based capital rules as 
supplemented by the future Basel lA framework will contain some of the elements of the 
Standardized Approach with a few important differences. For example, there will be 
specific differences in risk weights between the Basel Standardized Approach and the 
proposed Basel lA framework. In addition, Basel lA will not include an operational risk 
capital charge. Finally, the Standardized Approach allows qualifying banks to use some 
of the same new methodologies for computing capital requirements for derivatives and 
other counterparty credit risks that are available to banks using the Advanced 
Approaches. 
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One argument in favor of allowing core banks to use some version of the 
Standardized Approach instead of the Advanced Approaches is that such an approach 
would be a simpler and less costly way to improve the risk sensitivity of existing capital 
regulations. Also, the Standardized Approach does not pose the same potential for a 
large reduction in capital requirements and consequently would not pose the same 
potential for significant competitive inequities. On the other hand, some argue that 
excusing core banks from the requirement to adopt the Advanced Approaches would 
have a deleterious effect on the evolution of the core banks’ risk management practices 
over the long term. 

In short, a fundamental issue is whether the core banks should be permitted 
alternative approaches provided by the Basel II Accord. The Basel II NPR seeks 
comment on this important question and public input will be valuable in evaluating this 
issue. 


The federal banking agencies also will issue the Basel lA NPR in the relatively 
near term covering changes in the capital regulations for non-core domestic banks. Basel 
lA is expected to be a more risk-sensitive capital framework than the current risk-based 
capital rules and may appeal to some commtinity banks. However, many, if not most, 
community banks are content to operate under the current risk-based requirements and do 
not wish to be subject to Basel lA. This is another area where public and industry 
comment will be valuable. The Basel lA NPR also will solicit comment on whether these 
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rules should be available to all U.S. banks, and whether additional elements of the Basel 
II Standardized Approach should be incorporated into the U.S. rules for Basel lA. 

Over the long term, there may be a need to think creatively about other ways to 
move forward. Most of the prescriptive elements of the Advanced Approaches can be 
attributed to the regulators’ realization that, without clear standards, the Advanced 
Approaches could have problematic safety-and-soundness implications. Banks, on the 
other hand, chafe at the prescriptive elements and want to be able to use their internal 
models to set regulatory capital. 

As capital requirements continue to evolve, it is critical to preserve the strengths 
that exist today. As mentioned earlier in my testimony, the U.S. has a dual framework of 
capital regulation: a leverage ratio, which is a simple ratio of capital to balance sheet 
assets, and the more complex risk-based requirements. The risk-based and leverage 
components of capital regulation work well together. The leverage requirement provides 
a baseline level of capital to protect the safety net, while the risk-based requirement can 
capture additional risks that are not covered by the leverage framework. 

The Basel Committee acknowledged that other measures of capital adequacy 
might be appropriate, stating in the New Accord “that national authorities may use a 
supplementary capital measure as a way to address, for example, the potential 
uncertainties in the accuracy of the measure of risk exposure inherent in any capital rule 
or to constrain the extent to which an organization can fund itself with debt.” 
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I believe that further consideration of other measures of capital adequacy, such as 
the leverage ratio, should be initiated by the Basel Committee, which would provide a 
broader perspective on this important issue. The establishment of an international 
leverage ratio would go far in strengthening the soundness and stability of the 
international banking system. Such an agreement also would help to ensure that 
differences in capital requirements do not lead to competitive inequality among 
internationally active banks. These objectives are consistent with the Basel Committee’s 
fundamental purposes for revising the 1988 Basel Accord. 

In addition to maintaining a simple baseline measure of solvency, the leverage 
ratio provides U.S. supervisors with a great deal of comfort that banks will maintain a 
stable base of capital in good times and in bad times. The U.S. banking system will not 
be subject to the same degree of volatility in capital requirements that other countries will 
likely experience once they adopt the Advanced Approaches. 

Another favorable aspect of a simple capital-to-assets measure is that it limits 
balance sheet growth to manageable levels and serves as a powerful check against 
excessive leverage, which has been a longstanding concern of supervisors across the 
world. A more highly capitalized banking system provides investors with greater 
comfort and provides banks with greater access to the capital markets for liquidity and 
funding. The U.S. banking system has flourished under this dual capita! framework as 


11 



76 


banks continue to generate record profits and provide investors with healthy returns on 
equity. 


A recent paper written by economists at the Swiss National Bank (although not 
necessarily representing the position of the central bank) hits squarely upon issues that 
confront the international supervisory community in the move toward approaches based 
on models for determining capital adequacy. In that paper, the authors advance the view 
that “. . . it is essential that optimal risk-sensitive capital requirements be complemented 
by a capital floor that does not depend on the riskiness of banks’ activities. By setting a 
floor to banks’ absolute (unweighted) capital ratio, a limit can be set to the consequences 
arising out of the shortcomings of a risk-weighted capital requirement scheme.”' 

The paper even took issue with one of the often mentioned shortcomings of the 
leverage ratio — that its crude approach to measuring capital adequacy invites regulatory 
arbitrage. In their paper, the authors note that “the incentive to take advantage of 
regulatory arbitrage opportunities and to incur excessive risks will be strongest at low 
levels of capital.” The paper also notes that, “the consequences of underestimating the 
riskiness of banks are particularly damaging when the capital base is low.” This is a 
sobering message, and one that I believe is deserving of further discussion among 
international banking supervisors as we continue to grapple with the issues associated 
with adopting models-based capital regulations. 


* Robert Bichsel and Jurg Blum, “Capital regulation of banks: Where do we stand and where are we 
going?” Swiss National Bank Quarterly Bulletin (April 2005). 
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Conclusion 


In conclusion, it is important that we improve the current risk-based capital rules 
without significantly reducing capital requirements. I will support implementing the 
Advanced Approaches only if I can develop a comfort level that this fundamental 
expectation will be achieved. In addition, the Basel Committee should consider an 
international leverage ratio as a way of ensuring a baseline of capital for safety-and- 
soundness. I will review the NPR comments with an open mind, and this includes 
considering the possibility of allowing a U.S. version of the Standardized Approach as an 
alternative for implementation of Basel II in the United States. I look forward to working 
with my fellow regulators to achieve a consensus on an outcome that is in the public 
interest. 
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Chairman Shelby, Senator Sarbanes, and members of the Committee, I thank you for the 
opportunity to discuss recent developments relating to bank regulatory capital requirements in 
the United States, including the U.S. implementation of Basel II and updates to regulatory capital 
rules for market risk. 

As Committee members may know, in the past three weeks there have been some very 
positive developments in the process to revise regulatory capital requirements for large, 
internationally active U.S. banking institutions. First, the board of the Federal Deposit Insurance 
Corporation on September 5‘'' approved the Basel II notice of proposed rulemaking (NPR). At 
the same time, the FDIC board approved an NPR that would update the U.S. regul: • capital 
rules for market risk exposures. The Office of the Comptroller of the Currency and the Office of 
Thrift Supervision took similar actions on the same day. Together with the Federal Reserve’s 
approval of the draft Basel 11 NPR in March and the market risk NPR in August, these steps 
completed all neces.sary approvals for the two NPRs. Then just yesterday, the two NPRs were 
published in the Federal Register, initiating the process for formal public comment. Proposed 
templates for regulatory repotting requirements associated with the two NPRs were also 
published for comment yesterday in the Federal Register. 

The market risk NPR is based on a set of revisions developed jointly by the Basel 
Committee and the International Organization of Securities Commissions (IOSCO) in 2005 to 
update the Market Risk Amendment (MRA) developed a decade ago by the Basel Committee. 
The revised market risk rule would apply to any banking organization that has significant trading 
book activity, whether it stays on Basel 1 or moves to Basel II in the United States. The market 
risk NPR is intended to improve the risk sensitivity of the market risk capital framework and to 
reduce the incidence of arbitrage between the banking book and the trading book. Further, the 
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NPR will serve to level the playing field between U.S. banking organizations and securities firms 
that are subject to similar capital requirements. 

Moving to the main focus of today’s hearing, the Basel 11 framework represents an 
important effort by bank supervisors to integrate modem risk-management practices with 
regulatory capital requirements. We are pleased that the four federal banking agencies have 
reached consensus to move ahead with the process for Basel II implementation. We recognize 
the significance of this development to the industry, the Congress, and others who have waited 
for greater specificity about U.S. efforts to implement Basel II. It has taken quite a bit of work to 
reach this point. I would like to thank my colleagues here at this table and their staffs, as well as 
the Fed’s own staff, for their tireless efforts. 

Overview of Proposed Rulemaking.s 

The Basel II NPR is designed to improve the risk sensitivity of U.S. bank regulatory 
capital requirements and to enhance the risk-measurement and -management practices of large, 
internationally active U.S. banking organizations. The NPR is based on the 2004 capital 
adequacy framework released by the Ba,sel Committee on Banking Supervision. That framework 
contains the now-familiar “three pillars” of regulatory capital requirements for credit and 
operational risk (Pillar 1), supervisory review (Pillar 2) and public disclosure (Pillar 3). As you 
are aware, the agencies propose to adopt all three pillars in the United States. Pillar 1 of Basel 11 
provides banks with three options for computing credit risk capital requirements and three 
options for computing operational risk capital requirements. In Pillar 1 as proposed by the Basel 
II NPR, however, only the advanced internal ratings-based approach (A-IRB) for credit risk and 
the advanced measurement approaches (AMA) for operational risk would be available, and the 
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framework as a whole would be required only for the largest, most complex, internationally 
active U.S. institutions. 

The A-IRB approach for credit risk in the Ba.sel 0 NPR requires institutions to estimate 
key risk parameters for each type of credit exposure, subject to supervisory review, and to 
calculate a capital requirement by using those risk parameters as inputs to supervisory formulas. 
The AMA approach for operational risk requires institutions to calculate a capital requirement 
based on their individual operational risk profile— again, subject to supervisory review. The 
Basel 11 NPR also specifies, as part of Pillar 2, that each institution must develop a rigorous 
internal process for assessing its overall capital adequacy in relation to its total risk profile 
through the economic cycle. These internal assessments will enable each institution to determine 
the appropriate level of capital for its unique long-term business strategy. These Pillar 2 internal 
capital assessments are, we believe, critically important, and are also subject to supervisory 
review. Finally, institutions must publicly disclose key information relating to credit and 
operational risks, under Pillar 3, to en.sure adequate transparency for market participants, 
customers, and counterparties, so that market discipline can also work effectively to differentiate 
risk exposures among banking organizations. 1 would like to stress that the Basel II framework 
has three Pillars and note that Pillars 2 and 3 are critical components of the overall framework. 
They should not be overlooked. 

As I noted, proposed reporting requirements for institutions planning to adopt Basel II 
and the updated market risk rules in the United States were also recently published in the Federal 
Register. Each institution that qualifies for and applies the Basel II capital rules and the updated 
market risk rules would file quarterly regulatory data, some of which would remain confidential, 
for the agencies’ use in assessing and monitoring the levels and components of each reporting 
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entity’s risk-based capital requirements and the adequacy of the entity’s capital. These data also 
would support the agencies’ efforts to analyze the quantitative impact and competitive 
implications of the Basel II capital rules and the updated market risk rules on individual 
reporting entities and on an industrywide basis. In addition, the reporting schedules will help 
clarify for these entities our expectations surrounding the systems and other infrastnicture 
necessary for implementation and validation of the two proposals. The submitted data would 
supplement on-site examination processes, and the data released publicly would provide other 
interested parties with information about banks’ risk profiles and capital adequacy. 

Importance of the Regulatory Capital Proposals 

While our reasons for moving to Basel 11 have not changed since we began this endeavor, 
1 believe they are worth reiterating. Our core reason is that the current Basel 1 framework is 
inadequate for the largest, most complex U.S. banking organizations. The current Basel 1 capital 
requirements simply are not able to capture the full array of risks facing these organizations. For 
example, they do not explicitly recognize the operational risk embedded in many of the services 
from which the largest institutions generate a good portion of their revenues today. 

Further, Basel I does not differentiate the riskiness of assets within the major asset types 
based on either borrower creditworthiness or the presence of collateral or other risk mitiganfs. 
This lack of sophistication can lead to significant distortions and capital arbitrage. The capital 
required for each exposure should reflect the credit risk of that particular exposure. As banks 
consciously choose to take higher risk exposures, Basel II requires them to hold additional 
capital to reflect their business choice. Basel 1 capital is fixed throughout economic and business 
credit cycles, and as such, does not require banks to increase capital as their potential for losses 
rises. Basel II addresses this by including in Pillar 2 the requirement that the bank have a plan in 
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place to ensure that sufficient capital will be available in the downturn of the economic cycle. 
Thus, for the largest organizations, we need to move beyond Basel 1 to a more risk-sensitive and 
more comprehensive framework for assessing capital adequacy. Basel II represents the 
concerted efforts of the international and U.S. supervisory community, in consultation with 
banks and other stakeholders, to develop such a framework, draw'ing upon well-knowm economic 
capital concepts that the largest banks already employ as part of their risk management efforts. 

In addition to its supervisory authority, the Federal Reserve, as the nation’s central bank, 
has responsibility for maintaining stable financial markets and ensuring a strong financial 
system. That responsibility mandates that we require banking organizations to operate in a safe 
and sound manner with adequate capital that appropriately supports the risks they take. This is 
especially critical in today’s environment where we have a growing number of banking 
institutions with more than $1 trillion in assets, complex balance sheets, opaque off-balance 
sheet transactions, and far-reaching operations that pose significant risk-management challenges 
that are fundamentally different from those faced by smaller in.stitutions. Naturally, we must 
also ensure that our regulations and supervisory oversight are in tune with bank practice, are able 
to identify the risks being taken by banks today, and have enough flexibility that they will 
continue to be prudent and relevant in an ever-changing risk environment. As Chairman 
Bernanke has noted, a regulatory and supervisory system that is not in tune with the financial 
marketplace may increase the costs of regulation, stifle efficiency and innovation, and ultimately 
be less effective in mitigating the moral hazard problems a.ssociated with the federal safety net. 

The advanced approaches of Basel II are much more risk sensitive, cover more areas of 
potential risk facing banking organizations, and provide better incentives for institutions to 
improve risk measurement and management. In addition, Basel II provides supervisors with a 
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more conceptually consistent and more transparent framework for evaluating systemic risk in the 
banking system, particularly through credit cycles. In sum, Basel II will establish a more 
coherent relationship between regulatory measures of capital adequacy and day-to-day 
supervision of banks, enabling examiners to better evaluate whether banks are holding prudent 
levels of capital given their risk profiles. 

Continuing the Implementation Process 

The agencies’ proposed rulemakings, representing our view about how Basel II should be 
implemented in the United States, have now been published in the Federal Register for review 
by the industry, the Congress, and the general public. The core goal of Basel II, as noted earlier, 
is to promote the stability of the U.S, financial system by ensuring the .safety and soundness of 
U.S. banks. As Chairman Bemanke has said, the ability of Basel II to promote safety and 
soundness is the first criterion on which the proposed Basel II framework should be judged. The 
agencies have presented proposals and will now engage in a continuing dialogue with all 
interested parties as to whether those proposals meet our stated objectives and how they can be 
improved. 

During the entire process to develop our proposed rulemakings, the agencies have been 
engaged in a dialogue with the industry, the Congress, and others about both the general 
direction that U.S. Basel II implementation should take and specific implementation details. 
Many of the comments received to date have been incorporated into our proposals. In that 
respect, we have been carefully considering comments received so far and discussing among 
ourselves how to address them. In addition, we have conducted extensive analysis of other 
information we have collected, such as the results of quantitative impact studies (QIS), and those 
results have helped shape the proposals as well. In making adjustments to our proposals based 



on comments and new information, we have been as transparent as possible. Going forward, we 
will seriously consider all comments on the proposals. For example, the proposals contain a 
number of specific questions .soliciting comments in key areas. With these questions, the 
agencies are trying to highlight areas on which we would like additional information. The 
agencies will continue to carefully consider all comments received and thoroughly analyze all 
relevant information as we work to develop a final rule for Basel 11. 

The agencies’ Basel II proposals contain certain transitional safeguards beyond what is 
contained in the 2004 Basel Committee framework, indeed, these proposed safeguards reflect 
our intent to ensure that there are no material weaknes.ses in our proposals prior to full operation. 
In the coming years, we will continue to monitor institutions’ progress toward satisfaction of the 
Basel ,II risk-measurement and -management infrastructure standards. In addition, our proposals 
contain a parallel-run period of at least one year in which we will have the ability to gnalyze and 
directly compare capital requirements under existing rules and those produced by Basel II while 
institutions remain subject to the current rules. Beyond the parallel run, the agencies have 
proposed a three-year transitional floor period, more stringent than that in the 2004 Basel II 
framework, to prevent an unwarranted decline in capital levels. In addition, current supervisory 
safeguards, such as the existing leverage ratio and prompt corrective action, will continue to 
provide an important backstop against a potential unwarranted decline in bank capital levels. In 
general, if we at the Federal Reserve see that the U.S. Basel II proposals are not working as 
intended, we will seek modifications to them. 
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Providing Alternative Approaches 

I also want to acknowledge that the agencies have received comments from several banks 
and otlier parties suggesting that banks should have more choices with regard to both credit and 
operational risk in the U.S. implementation of Basel 11. We have taken these suggestions 
seriously, and the NPR now includes a specific question on whether the U.S. version of Basel H 
should include a so-called “standardized” approach. 

As you may know, in many other countries all banking organizations are required to 
adopt Basel 11 because Basel 1 will be dropped when Basel II takes effect. Since Basel II will 
then apply to a wide variety of banking organizations, the 2004 framework provides for 
alternative approaches. 

The possibility of introducing a standardized option for credit risk, similar to that set 
forth in the original Basel II 2004 framework raises some difficult public policy issues, which I 
hope will be addressed by cominenters. Foremost is whether such a standardized option is 
sufficiently ri.sk-sensitive for the largest, most complex, internationally active U.S. banking 
organizations and whether related disclosures would contribute to better market discipline. 

While it is true that large international banks in the other G-10 countries theoretically 
have a choice among the various Basel 11 credit risk and operational risk approaches, in practice 
it appears these banks will be adopting the more risk-sensitive advanced approaches. Indeed, the 
Basel Committee’s report on the results of the fifth Quantitative Impact Study (QIS-5) shows 
that although the Basel II standardized approaches are available in the G-10 countries other than 
the United States, no large internationally active bank in those countries has indicated that it 
plans to adopt the standardized credit risk approach. All fifty-six of the large, non-U.S. banks in 
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the sample said they are most likely to adopt the internal-ratings based approaches for credit 
risk,' 

A second public policy issue is how to address the potential for cheiTy-picking that could 
accompany a standardized option for credit risk. A number of banks have suggested that their 
ideal Basel II capital rule would allow them to mix and match elements of both the standardized 
and advanced approaches— perhaps the standardized approach for wholesale and retail credits, the 
AMA for operational risk, and the expected positive exposure approach for derivatives and 
securities financing transactions. Allowing such customization or cherry-picking, where a bank 
is allowed to select a different approach for each portfolio in order to minimize its aggregate 
capital requirement, could materially weaken the regulatory capital framework for U.S. banks 
and, along with it, the effectiveness of prompt corrective action policies. Clearly, there is a 
natural tension between the private interests of banks in maximizing shareholder profits, on the 
one hand, and the public interest in protecting the federal safety net and promoting bank safety 
and soundness, on the other hand. 

Lastly, some have suggested that perhaps Basel lA could serve as a standardized 
approach for our core Basel 11 banks. Unfortunately, the agencies have been designing Basel lA 
with the very different risk profiles and economic resources of our smaller banks in mind, and in 
particular to address competitive concerns between smaller banks and the Basel II banks. We 
hope that comments on the Basel lA NPR will give us guidance in this area also. 

In sum, the Federal Reserve believes strongly that very careful consideration will need to 
be given to the possible design and implementation of any .standardized approach for Basel II in 
the United States should the agencies decide ultimately to move in that direction. We look 

' Basel Committee on Banking Supervision, “Results of the Fifth Quantitative Impact Study {QIS5),“ Table 3, 

The Bank for Internationa! Settlements. 
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forward to getting more detailed comments on how a standardized approach might fit into the 
U.S. Basel II framework. 

Proposals to Amend Existing Basel I Rules 

At this point, I would like to say just a few words about ongoing efforts to revise the 
existing Basel I regulatory capital rules for non-Basel II institutions. We expect only one or two 
dozen institutions to move to the U.S. version of Basel II in the near term, meaning that the vast 
majority of U.S. institutions will continue to operate under Basel 1-based rules, which we intend 
to amend through a separate rulemaking process. The U.S. Basel 1 framework has already been 
amended more than twenty-five times since its introduction in response to changes in banking 
products and the financial .services marketplace. The agencies believe that now is another 
appropriate time to propose modifications to our Basel 1 rules. The agencies have issued an 
advance notice of proposed rulemaking (ANPR) discussing possible changes to increase the risk 
sensitivity of the U.S. Basel I rules and to mitigate competitive distortions that might be created 
by introducing Basel II. We have reviewed comments on the ANPR and are working on a notice 
of proposed rulemaking. We are mindful that amendments to the Basel I rules should not be too 
complex or too burdensome for the large number of small- and mid-sized institutions to which 
the revised rules might apply. Indeed, a number of those commenting on the ANPR advocated 
leaving existing rules unchanged. 

With regard to both the Basel 11 proposals and the proposed Basel I amendments, we 
understand the need for full transparency. For that rea.son, we expect to have overlapping 
comment periods for the Basel II NPR and the NPR for the proposed Ba.sel 1 amendments. In 
fact, we want all interested parties to compare, contrast, and comment on the two proposals in 
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overlapping timeframes. Accordingly, either of our proposals could change as a result of 
comments received or new infonnation gathered. 

Conclusion 

From the Federal Reserve’s perspective, the publication of interagency proposals relating 
to Basel 11 is a very positive development and demonstrates the ability of the agencies to work 
cooperatively to modernize our regulatory capital framework. The Federal Reserve’s 
commitment to the Basel 11 process remains as strong as ever, even as we recognize that the 
proposals remain subject to further comment and that there is likely much more work to be done. 
We encourage comments from all interested parties and will give them careful consideration. I 
would like to emphasize that the Federal Reserve desires to ensure that the final rule for Basel 11 
is a substantial enhancement over existing Basel I rales, appropriately capturing the ri.sks of our 
largest, most complex banks, and encouraging continual improvement in risk-measurement and 
-management systems. We look forward to working with the other agencies as we enter into the 
final rule phase of the Basel II process. 

We recognize that many institutions have been diligently preparing for Basel II 
implementation and we understand our obligation, as supervisors, to support institutions wanting 
to adopt Basel 0 at the first available date. We suggest that those institutions continue to move 
forward with implementation planning, including identification of gaps in their own preparation. 

Finally, I would like to assure the Committee members that we at the Federal Reserve are 
pursuing Basel II because we believe it will help to preserve the safety and soundness of our 
nation’s banking system. In our dual role as the central bank and supervisor of banks, bank 
holding companies, and financial holding companies, the Federal Reserve is committed to 
ensuring that the Basel 11 framework delivers a strong and risk-sensitive base of capital for our 
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iargest and most complex banking institutions. That is why we stand behind the additional 
safeguards contained in the Basel II NPR to ensure strong capital levels during the transition to 
the new framework. We will remain vigilant, on an ongoing basis, in monitoring and assessing 
the impact of Basel 11 on both individual and aggregate regulatory capital requirements and in 
employing rigorous and thorough analysis to support our evaluation. By so doing, we believe 
that the proposals being discussed today can be implemented responsibly and in a safe and sound 
manner. 

Thank you very much for your attention. I welcome any comments you may have and 
will be happy to answer any questions. 
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Testimony on the New Basel Capital Accord 
by Office of Thrift Supervision Director John M. Reich 
before the 

Committee on Banking, Housing and Urban Affairs 
September 26, 2006 


1. Introduction 

Good morning, Chairman Shelby, Ranking Member Sarbanes, and Members of the 
Committee. Thank you for the opportunity to discuss the views of the Office of Thrift 
Supervision (OTS) on the recently proposed Basel 11 capital framework and to update you on 
risk-based capital modernization in the U.S. 

When I testified before this Committee nearly a year ago, I discussed my views on the 
development of the Basel II framework as of November 2005. 1 expressed concern about what 
we had just learned from the quantitative impact study, QlS-4. In particular, I noted that if we 
applied the emerging U.S. Basel II standard to the portfolios of some of our largest banks, there 
could be a potentially significant drop in their capital levels and a wide dispersion of capital 
requirements between banks. I also stated that even beyond these concerns, we had yet to 
resolve difficult policy issues in the modernization of our risk-based capital standards. 

With the publication this week of a Notice of Proposed Rulemaking (NPR), I believe the 
Federal Banking Agencies (FBAs) have made progress since last year. First, we have to view 
QlS-4 as a preliminary study in the sense that the participating banks did not have the benefit of 
viewing the proposed rule. Therefore, I am pleased to say now that the FBAs have made 
numerous changes to the framework since the last version was published in the form of an 
Advanced Notice of Proposed Rule back in 2003. These changes should address many of the 
concerns with QlS-4. I believe the additional prudential safeguards that have been added to the 
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framework should go a long way toward ensuring the safety and soundness of Base! II in the 
United States, 

I am also pleased that, in addition to the models-based approach of Basel 11 (the 
Advanced Internal Ratings-Based or A-IRB approach), the NPR includes questions aimed at 
eliciting comment on non-models-based approaches, commonly known as “standardized” 
approaches. Challenging policy issues remain, but the FBAs remain committed to resolve these 
issues and we look forward to receiving fully developed comments to guide us in this process. 

H. Basel II - Models-Based Approach 

The centerpiece of effective bank regulation is ensuring capital adequacy. Capital 
protects a banking organization from the risk of unexpected loss. Adequate capital is generally 
maintained through two different measures, risk -based capital to adjust capital adequacy by asset 
class based on risk, and a leverage ratio, w'hich provides a baseline that is measured against an 
institution’s balance sheet and that serves as an institution- wide capital floor. When banks took 
less complicated risks, our risk-based capital system was appropriately less complex. As our 
banking system evolved and banking risk grew more complex, our risk-based capital system has 
evolved to capture these risks. Today, at least for our largest banking organizations, the NPR 
represents a further refinement at capturing those increasingly complex portfolios of risk. This 
approach, in concept, attempts to be consistent with on-going efforts by the large, sophisticated 
banking organizations (worldwide) to measure risk quantitatively for their own economic capital 
purposes. 

A few weeks ago, in my capacity as a member of the FDIC Board, I voted in favor of 
publishing the NPR proposal that, if finalized, would implement the Basel 0 advanced capital 
framework in the United States. The Basel 11 advanced approaches would apply to the largest 
and internationally active U.S, banking organizations and certain other banking organizations 
that opt-in to the framework. The publication of the NPR represents the culmination of a multi- 
year effort by the FBAs. That work, in turn, was based on and was part of a collaborative 
international effort by banking supervisors from a number of countries. 
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The Basel II international capital framework holds the promise of an international 
competitive level playing field for banking organizations that operate in different countries 
around the world. It also holds promise of a more accurate system of bank capital based on risk. 
This is appealing to bank supervisors in the United States, as well as to U.S. banking 
organizations. At the same time, the Basel II advanced framework is extremely complex. It will 
be costly to implement and it presents a number of significant policy and operational hurdles. 

For these reasons, I view publication of the Basel 11 NPR, and the public comment process that 
follows, as an important opportunity for the FBAs to re-assess the type of capital framework or 
frameworks that are most appropriate for, at a minimum, the largest U.S. banking organizations. 

Basel II is substantially more sophisticated than our existing U.S. risk-based capital 
rules, based on the earlier international capital accord known as Basel I. Even though our current 
rules have been amended numerous times since their inception some fifteen years ago, our 
current risk-based capital rules are part of a relatively rudimentary framework. This framework 
focuses on measuring risk exposure on an asset-by-asset basis and placing assets into simple, 
broadly defined risk buckets. For example, our current rules make no distinction between a well- 
underwritten commercial credit to a strong borrower and a relatively weak commercial credit to a 
weaker borrower. Both are assigned the same (100 percent) risk weight. Similarly, residential 
mortgages, which can vary widely in quality, are assigned either a 100 percent risk weight or, if 
prudently underwritten and meeting certain criteria, a 50 percent risk weight. Most I -4 family 
residential mortgages receive 50 percent risk weight. Currently, even some of the lowest risk 
residential mortgages are subject to a 50 percent risk weight floor; whereas the highest risk 
residential mortgages are subject to a 100 percent risk weight. 

Basel II introduces into the United States a new mathematical models-based system 
designed to measure regulatory risk-based capital adequacy and improve risk management for 
our largest banking organizations. Basel II requires institutions to maintain and analyze data and 
to assess risk among different loan types. It requires assigning estimates of probability of default 
on individual loans and groups of loans, as well as loss-given-default, exposure-at-default, and. 
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where relevant, maturity. Basel II seeks to promote ongoing improvements in risk assessment 
capabilities; incorporates advances in risk measurement and management practices; and attempts 
to assess regulatory risk-based capital charges more precisely in relation to risk, particularly 
credit and operational risk, Basel II also envisions that institutions will continue to develop their 
internal economic capital models to measure their own unique enterprise risk. The international 
agreement articulating these principles was issued in June 2004, 

There are several issues raised in the NPR for which public comments are particularly 
important to assist the FBAs in navigating the best course for this rulemaking. These include 
whether the NPR achieves its primary objective of capturing the risks embedded in the largest 
and most internationally active banking organizations in a reasonably clear and transparent 
manner. It is my hope that the NPR provides sufficient and useful information regarding the 
application of Basel II in the United States to stimulate comment on the various strengths and 
weaknesses of the Basel 11 approach as well as to encourage some creative thinking about non- 
models based standardized approaches. With the addition of various prudential safeguards, the 
FBAs have made significant efforts to address the concerns and issues raised by the results of the 
QIS-4 data collection. These safeguards included: 

• The FBAs already revised the proposed timeframes for U.S. implementation of Basel 11 
by delaying the start to 2008 and extending the phase-in period by one year. Starting in 
2008, there will be a parallel run of the Basel I and the Basel II frameworks together for 
participating institutions. Institutions will be able to participate in the parallel run only if 
they can demonstrate to their primary federal regulator that they have accurate and 
reliable systems in place for enterprise-wide risk management. 

• There will be a minimum three-year transition period during which a potential decline in 
each Basel II institution’s risk-based capital would be limited by a series of graduated 
floors. During implementation, an institution’s primary federal regulator will closely 
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monitor its systems for gathering and maintaining data, calculating the Basel II capital 
requirement, and ensuring the overall integrity of the application of the framework. ' 

• Based on information received throughout the implementation process, the FBAs will 
continually evaluate the effectiveness of the Basel Il-based capital rules. In fact, the 
FBAs anticipate the possibility of further revisions to the Basel II rules prior to the 
termination of the floors. 

• Existing Prompt Corrective Action (PCA) and leverage capital ratio requirements will 
remain in effect throughout the implementation period. 

• If aggregate industry capital falls by more than 10 percent, the FBAs may elect to 
recalibrate the framework, or revisit the formulas contained in the A-IRB and modify 
them, as necessary, 

• Loss Given Default (LGD), a crucial input into the Basel II formulas, must be calculated 
based on appropriate stress scenarios (periods where an asset category demonstrates 
relatively high risk of loss), but only after approval of the primary supervisor. 
Alternatively, LCD may be calculated according to a conservative formula set forth in the 
proposal. 

• In addition, the proposal includes a credit risk multiplier that limits the reduction in risk- 
weighted assets, essentially taking model results and multiplying them by a fractional 
safety factor. 


In the near future the FBAs anticipate issuing proposed guidance and standards for 
implementation of the Basel II advanced framework. The FBAs also anticipate guidance that 
would implement Pillar II of Basel II, in particular to address the expectations in Basel II for an 
institution to perform its own internal capital adequacy assessment. Furthermore, the FBAs 


' The phase-in schedule provides that, in the first year (2009), an institution’s capital reduction is subject to a floor 
of 95 percent of the level calculated for risk-weighted assets under Basel I. That reduction would be limited to a 90 
percent floor in the second year (2010) and an 85 percent floor in the third year (201 1). Each year, an institution’s 
primary federal regulator will assess an institution’s readiness to operate under the graduated floors, as well as on 
the potential termination of the floors for the institution after 20U . 
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anticipate issuing proposed reporting templates intended to provide greater transparency and 
consistency to the Basel II capital calculations of the participating banks. 

The FBAs are currently working toward issuance of a final Basel II rule in 2007. Ideally, 
the timetable will provide U.S. institutions sufficient lead-time to prepare for a 2008 parallel run. 
However, with a comment period now extending into late January 2007, even that delayed target 
start date may prove ambitious. The FBAs are committed to getting this right. We expect 
extensive comment, and we know we still have a great deal of work to do. Further rulemakings 
may also be necessary to refine the Basel II framework. ^ 

III. A Standardized Approach 

As we develop a more sophisticated risk-based capital framework, it is important that we 
also consider what is identified internationally as the “Standardized Approach” - the less 
complex, non-models-based alternative to the Basel 11 A-IRB models-based approach. The 
Basel II NPR requests comment on this alternative. I believe it is important for the FBAs to 
consider whether the Standardized Approach or some variation of it could achieve many of the 
same goals as the models-based approach at a lower cost and with greater clarity and 
transparency. I also think it is important to note that, even within the context of that approach as 
it is being adopted in other countries, there is a carve-out for different capital treatment for 
reasons of national discretion. 

Given the importance of this proposal and the wide range of views already expressed on 
different risk-based capital options, I anticipate commenters may go beyond the “Standardized 
Approach” as written (and developed primarily for banks in other countries without significant 


^ The OTS, like the OCC, is subject to Executive Order 12866, which requires executive agencies to determine 
whether a proposed rule is a “significant regulatory action." OTS has determined that the Basel 11 NPR will be a 
significant regulatory action based on the potential effects of the rule. Thus, OTS is required to prepare a regulatory 
impact analysis of the NPR, including an analysis of the need for regulatory action, the costs and benefits of the 
NPR and alternative approaches, and the potential impact on competition among financial services providers. 
Pursuant to the Executive Order, the NPR and accompanying regulatory impact analysis were submitted to the 
Office of Management and Budget for review prior to publication of the NPR. 
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input by the U.S. FBAs). I expect comments that may offer other options, perhaps similar to that 
standardized approach, but adapted creatively and appropriately to the U.S, banking system, 

IV. Basel lA 

While Basel II primarily applies to the largest internationally active U.S. banks, its 
implementation affects all U.S. banking organizations. This is due to the importance of 
competitive equity among U.S. banking organizations, both large and small. It would be unfair 
and poor public policy to impose dramatically different capital requirements for the same lending 
activities posing the same risk, simply because of the size and sophistication of the lending 
institution. In addition, there is an ongoing need to modernize risk-based capital for all of our 
banking organizations. To address competitive equity and to modernize capital rules, last year 
the FBAs issued an Advance Notice of Proposed Rulemaking (ANPR) soliciting comment on 
modernizing the existing Basel I-based rules. We refer to this effort as “Basel lA”. 

OTS was an early advocate of comprehensively revising and modernizing our Basel I- 
based capital requirements. We strongly support amending the existing Basel I standards 
simultaneously, or in close proximity to Basel II. Modifying the existing rules with more 
accurate risk-weights allocated to a wider range of asset buckets should improve the risk 
sensitivity of the current capital framework without unduly burdening affected institutions. 
Current risk weight categories (or buckets) are 0, 20, 50, 100 and 200 percent, but possible new 
and additional categories for consideration are 10, 35, 75, and 150 percent. 

In addition to more risk buckets, applying commonly used risk criteria for identifying 
different levels of risk will further enhance our capital rules. For example, loan-to-va!ue ratios, 
borrower credit assessments, and other broad measures, commonly used by banks of all sizes, 
could be incorporated into a risk-based capital system that differentiates and assigns risk-weights 
for some assets, such as 1-4 family residential mortgages. That is the type of increased risk 
sensitivity without undue burden that could move our risk-based system forward and better 
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allocate capital based on risk. Potentially, such a practical system should mitigate competitive 
inequity among banks of any size. 

In considering revisions to our current capital rules, the following principles guided the 

FBAs: 

• Promoting safe and sound banking practices and maintaining a prudent level of 
regulatory capital; 

• Maintaining a healthy balance between risk sensitivity and operational feasibility; 

• Avoiding undue regulatory burden; and 

• Mitigating material distortions in the amount of regulatory risk-based capital 
requirements for large and small institutions. 

Basel lA is intended to increase risk sensitivity and minimize potential competitive 
inequities from Basel II; however, many highly capitalized banking organizations have already 
indicated they prefer to continue operating under their current Base! 1-based framework, 1 am 
particularly dedicated to the proposition that we should not burden these institutions and I 
support this flexibility, consistent with the need to balance safety and soundness with regulatory 
burden concerns. For that reason, I believe Basel lA should be an optional framework, along 
with banks having the option to remain in the current Basel I-based system. The FBAs anticipate 
issuing the Basel lA NPR within the next month. When we do, 1 expect and encourage 
additional comment from banking organizations of all sizes on the risk sensitivity and utility of 
the Basel 1 A proposed changes, and on the flexibility of this system operating parallel with Basel 
I and Basel Il-based standards. 

V. Public Policy Concerns with Basel II and Basel lA 

Longstanding and successful regulatory risk-based capital adequacy standards combined 
with a well-established and highly effective supervisory structure have delivered a U.S. banking 
system that is healthy and robust. As we move forward to modernize our capital rales, it is 
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important that we do not harm or unduly burden this system. The OTS accepts the proposition 
that complex banking organizations undertake complex risks. 1 am hopeful that those risks can 
be captured by the Basel 11 proposal(s), and in a reasonably clear and transparent manner. 
Throughout the comment process and thereafter, we will work with the other FBAs towards that 
public policy outcome. 

Implementing more risk-sensitive capital requirements without undue burden is as 
important for small community banking organizations as it is for large internationally active 
institutions. Achieving greater risk sensitivity for one part of the banking system and not the 
whole will inevitably create competitive distortions. While global capital standards are 
important, we must avoid potential negative effects on U.S.-based institutions not operating 
internationally. Recognizing that the U.S. banking system is remarkably diverse with a broad 
spectrum in size and type of banking organization, each set of capital standards we establish 
requires some reconciliation with the others. It is fundamental to fairness and capital neutrality 
that we maintain comparable (not necessarily identical) risk-based capital requirements for 
lending activities that have approximately the same risk characteristics, regardless of the lender. 

A final issue that has generated significant discussion is the continued application under 
Basel II of PCA, including a leverage ratio. PC A provides a graduated capital structure for 
identifying categories of capital adequacy based on both a leverage ratio and risk-based capital. 
Along with other prudential safeguards, leverage is an important capital buffer. The OTS 
remains committed to maintaining an appropriate leverage ratio both throughout the 
implementation period of Basel II and beyond. 

VI. Conclusion 

OTS supports the goals of Basel II and we are committed to working with the FBAs to 
implement an effective risk-sensitive capital framework for all our banking organizations. We 
look forward to continuing the dialogue on Basel II and the parallel implementation of a Basel 
lA rulemaking. The Basel 11 NPR seeks comment on the standardized non-models based capital 
approaches as well as the advanced models-based approach. We will continue to work with the 
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Committee, the industry and the other FBAs throughout the Basel process. We encourage all 
interested parties to comment and participate fully in the development of the important policy 
objectives of Basel II and lA. Thank you. 
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Introduction 

Good morning. Chairman Shelby, Ranking Member Sarbanes, and distinguished 
members of the Committee. My name is Diana L. Taylor, and I serve as the 
Superintendent of Banks for the state of New York. I am pleased to testify today on behalf 
of the Conference of State Bank Supervisors (CSBS), Thank you for inviting CSBS to 
discuss the New Basel Capital Accord, which is commonly referred to as Basel II. 

CSBS is the professional association of state officials responsible for chartering, 
supervising, and regulating the nation’s 6,230 state-chartered commercial and savings 
banks, and 400 state-licensed foreign banking offices nationwide. For more than a 
century, CSBS has given state bank supervisors a national forum to coordinate, 
communicate, advocate and educate on behalf of state bank regulation. I am pleased to be 
here today with my fellow banking regulators to discuss Basel II, a proposal that when 
enacted could have a profound effect upon the financial system in the United States. 

The financial markets have changed quite drastically in die 10 years since the 
implementation of Basel I. They are more sophisticated, with many new products and 
types of financial instruments available, and it was becoming increasingly clear to the 
regulators that it would be necessary to update the methodologies used, thus Basel II was 
bom. At this point, I think it is worthwhile to reflect upon the Basel Committee’s original 
objectives for the New Basel Capital Accord that would come to be known as Basel II. 
Those objectives, outlined in June 1999, were as follows: 

• The Accord should continue to promote safety and soundness in the financial system; 

• The Accord should continue to enhance competitive equity; 
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• The Accord should constitute a more comprehensive approach for addressing risks; 
and 

• The Accord should focus on internationally active banks, although its underlying 
principles should be suitable for application to banks of varying levels of complexity 
and sophistication. 

As the U.S. version of Basel II has evolved, through the federal agencies’ 

Advanced Notice of Proposed Rulemaking (ANPR) and now Notice of Proposed 
Rulemaking (NPR), I have become increasingly about regulations for Basel 11 banks and 
the effect they might have on the competitive balance of our domestic banking system and 
state supervision. Currently, ten states, including my home state of New York, charter 
banks that are potential core Basel II banks or are likely to opt-in to the Basel II 
framework. These ten states will be directly impacted by the implementation of Basel II, 
but all states will be indirectly affected by its implementation. There clearly are potential 
domestic implications that could affect our banking system and our economy. 

Specifically, we must understand the impact of these regulations on safety and soundness 
and competitive equity. I am aware of the criticism of the so-called “conservatism” of the 
U.S. approach to Basel II and the concern about international competitiveness. Is this what 
Basel II has become? I do not believe we should be basing competitive equity on reduced 
capital. While our internationally active banks should be competitive, our first priority 
must be preserving the safety and soundness of the system and then ensuring a level 
playing field for our domestic institutions. 

A major concern of mine as a state banking supervisor, is that if Basel II goes into 
effect as currently constructed, the result could be the further erosion of the dual banking 
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system and our nation’s broad and diverse financial industry. The dual banking system in 
the United States is unique to the rest of the industrialized world. We have thousands of 
institutions chartered by all 50 states. This difference has been our strength. It is widely 
accepted that community and regional banks play an invaluable role in our nation’s 
economy. They are the foundation of our small business infrastructure and essential to the 
specialized lending needs of small businesses. The changes that would be implemented by 
Basel II must be well understood and must not have unintended consequences that may 
prove harmful to our valuable banking infrastrucmre. 

Support the Need for Basel II 

CSBS remains fully supportive of the goal of Basel II; to better align regulatory 
capital requirements to underlying risks, and to provide incentives to banks to hold lower- 
risk assets in their portfolios. I believe planning for Basel II has led to several positive 
results. Risk management has improved at our largest banks and important data collection 
and modeling efforts have taken place. Supervisors and the industry now have an 
increased understanding of credit risk and operational risk, and data collection efforts — of 
characteristics of operational risk events, classification of credit losses, and differentiation 
of losses during economic downturns — have begun that will be extremely valuable in the 
years ahead. Supervisors have gained a greater understanding of bank portfolios, and we 
have had productive interactions with supervisors from other countries. The benchmarking 
exercises and data collection efforts carried out for Basel II implementation will be 
essential for validation and model review at Basel II banks. 
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CONCERNS FROM THE STATE PERSPECTIVE 
Potential Drop in Capital 

Before we decide to move ahead with implementation of Basel IPs Advanced Approaches, 
however, I believe we need to address a number of important issues. The results of the 
fourth Quantitative Impact Study (QIS 4) in the U.S. showed drastic drops in required 
capital. My fellow state supervisors and I have traditionally been conservative with 
regards to capital requirements because of the pivotal role capital plays in ensuring safety 
and soundness and in stimulating economic growth. Sufficient capital levels are a 
prerequisite in maintaining the safety and soundness of an institution. As you know, 
capital provides a cushion, or safety net, for an institution in the event of an economic 
downturn. Overall, the U.S. economy has been strong and performing well for over a 
decade now. And while we are currently enjoying a record-breaking period without a bank 
failure, it is unlikely that this trend will continue uninterrupted forever. 

I am sure each of you is well aware of the benefits that are added to your states by 
healthy, well-capitalized banks of all sizes and the role that a small bank plays in a local 
economy cannot be overestimated. As a state supervisor, 1 am very concerned with the 
dismption that would be caused by a small bank ceasing to operate in the communities I 
have sworn to serve. It is in all of our best interests as bank regulators and legislators to 
ensure that banks, large and small, remain competitive, manage their risks, and maintain 
adequate levels of capital. Therefore, it is our responsibility to ensure that changes in 
capita! requirements are pnident, do not unduly benefit one type of bank over anther and 
that any transition to a new calculation of capital is carefully managed. 
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Impact on Domestic Competition 

Research by Federal Reserve staff* suggests that adoption of Basel II as described 
in the NPR could have adverse impacts, particularly for large regional banks. In the Basel 
11 White Paper, “An Analysis of the Potential Competitive Impacts of Basel II Capital 
Standards on U.S. Mortgage Rates and Mortgage Securitization,” by Hancock, Lehnert, 
Passmore, and Sherlund and released in April 2005, the authors find a potential 
competitive advantage for banks that adopt the Advanced Approaches of Basel II, but point 
to securitization practices and uniform pricing within market segments as reducing this 
advantage. 

Hancock et al describe the advantage the Advanced Approach adopters will have as 
the power to pressure the GSEs on the price of guarantees, since the banks’ capital 
requirements may well be lower than GSE capital requirements. They assert that uniform 
pricing in all market segments will reduce any impact from the Advanced Approach banks’ 
greatly reduced capital requirements. They also estimate that as of Q3 2003, 36% of loans 
outstanding in the U.S. were not securitized - these are the loans that end up in bank 
portfolios, and will be subject to capital requirements. Banks’ ability to compete in loan 
origination is affected by their ability to securitize loans, and the largest banks have an 
advantage already because they are packagers of loans for securitizations themselves. The 
potential pressure on GSE pricing identified by the Federal Reserve researchers should be 
explored fiirther, as a change in GSE pricing would affect all banks and have wide market 
implications. Also, it is not clear that uniform pricing would hold if the capital 
requirements for Advanced Approach banks declined significantly. 

' Source: hnD:./vv\vvv.fcderalre.scrve.gov. 'genc ralinf oAra.sei2/\vhitc papei'S.h(m. 
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Banks that adopt the Advanced Approaches for Basel II could have a substantial 
pricing advantage for loans that banks don’t securitize -including nonconforming Alt-A or 
jumbo loans, prime ARMs, low-doc loans, and subprime loans. Banking regulators have 
released guidance concerning these and alternative mortgage products, and should now 
make sure that risk-based capital treatment of these products is consistent with their safety 
and soundness guidelines. As we move toward implementation of new capital 
requirements, it is important that we continue research concerning banks’ mortgage 
portfolios. 

Under the draft NPR, Advanced Approach banks would treat home equity loans 
very differently than banks that do not adopt the Advanced Approaches. According to the 
NPR, “first and subsequent liens, term loans, and revolving home equity lines of credit” 
are included in the retail portfolio as long as the borrower is an owner-occupier of the 
building, with an exception for buildings with few rental units. However, under both 
current capital requirements and Basel lA, home equity loans and junior liens are risk- 
weighted as residential real estate only if they meet certain stringent conditions and at 
1 00% otherwise. Banks that do not adopt the Advanced Approaches could face 
competitive pressure for these products, and this should be addressed directly by the 
federal agencies. 

Small business lending may also be adversely effected. In “Potential Competitive 
Effects of Basel 11 on Banks in SME Credit Markets in the United States,”^ Allen N. 
Berger of the Board of Governors of the Federal Reserve System, found competitive 
advantages for banks adopting the Advanced Approaches of Basel II. Berger analyzed 

* Source; h ttp:'/ '\v\vw.federalre,sen’e.gov/gencr3linfo,f)asfl2.%iiitepapcrs.htni. 
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small business lending at U.S. banks as of Q2 2002, and discusses the differences in small 
business lending among commercial banks of four different asset sizes (top twenty banks 
by asset size, banks between SI 6 and $56 billion, banks between $1 and $16 billion, and 
banks between $1 million and $1 billion in asset size). He found that although there were 
differences in characteristics of small business lending between the top twenty banks and 
the smallest banks (those with assets between $1 million and $1 billion), there were not 
significant differences in small business lending between the top twenty banks and those 
with assets between $ 1 billion and $56 billion. Berger concludes that the top twenty banks 
- likely adopters of Base! II Advanced Approaches - could have a competitive advantage 
in originating the “safer” small business loans (those with lower PDs and LGDs) as far as 
all non- Advanced Approach banks are concerned, and that banks with assets over $1 
billion could face significant competitive pressure from banks that adopt the Advanced 
Approaches, 

The data banks submit on their small business lending for CRA disclosure reports 
is an important source of information about small business lending by U.S. banks. 
Additional important sources of small business loan information could be specific 
questions in the Federal Reserve quarterly Senior Loan Officer Opinion Survey on Bank 
Lending Practices combined with the quarterly Sun'ey of Terms of Business Lending. 
These data should be studied to understand the market for small business lending in the 
U.S. In addition, the PDs and LGDs assigned to small business retail segmentation by 
Advanced Approach banks during the transition years should be tracked. These parameters 
estimate the relative riskiness of small business loans, and should be compared to small 
business lending experience at banks that don’t adopt the Basel II Advanced Approaches. 


8 



110 


Finally, it is important that we make sure Basel II does not provide incentives to the 
largest banks to increase their acquisition of smaller banks. We must understand to what 
extent imbalances in capital requirements for the same assets might make acquisition of 
smaller banks by Advanced Approach banks desirable. Regional and community banks 
bring important qualities to small business lending, they have local knowledge, their 
traditional underwriting may be more flexible than model-driven lending, and there are 
supervisory tools already in place for monitoring this lending. I would encourage all Basel 
II stakeholders to consider the JPMorgan report, “And the Big Shall Get Bigger. . . 
which concludes “Basel 11 should benefit larger, more sophisticated banks much more than 
smaller banks and may provide an extra catalyst for merger and acquisition given 
limitations around any sort of direct capital release.” 

Role of States in Rulemaking 

In order to successfully implement regulations such as Basel II in the United States, 
I believe state supervisors must have a more substantive role in the drafting and 
implementation process. The state supervisors oversee and regulate the vast majority of 
financial institutions in this nation. Despite our status as the primary supervisor for most 
institutions, we have not been included in the drafting process of the Basel 11 NPR or the 
Basel 1 A NPR. We are very appreciative of Governor Bies’ willingness to provide regular 
briefings to state supervisors on the status of Basel II and Base! 1 A. However, we believe 
it would be appropriate for state regulators, through CSBS, to have a seat at the table along 

’ “Basel 0: And the big shall get bigger....” JPMorgan European Corporate Research, J.P. Morgan Securities 
Ltd., London, September 15, 2005. 
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with our fellow regulators when rules that affect our institutions to such a great degree are 
being considered. 

Additionally, the Basel II NPR does not provide a defined role for the states during 
the qualification process. The NPR repeatedly refers to an institution’s “primaty federal 
.supervisor” as being responsible for qualification and transition to the Basel II framework. 
As 1 stated above, there are ten states, including New York, that charter potential Basel 11 
banks. For these banks, the state is their primary regulator. The states must have a role in 
the implementation of the Basel II framework, but the federal agencies fail to address this 
issue in the Basel 11 NPR. 

Once Base! 11 is adopted and implemented, the states will be responsible for 
ensuring that our affected institutions are Basel II compliant. In order to do so, we must be 
able to compare the data of our Basel II institutions against data of other Basel II 
institutions. Therefore, the state supervisors must have access to confidential data for all 
Basel 11 banks after implementation. Information sharing with the federal agencies is a 
necessary tool for states to properly supervise and regulate state-chartered institutions. The 
draft NPR for reporting public and confidential data limits access to the confidential data 
to the Federal banking agencies. The NPR states the agencies will use the data to: 

• Assess the components of each bank’s risk-based capital requirements; 

• Assess each bank’s capital relative to inherent risks and the agencies’ minimum capital 
requirements; 

• Monitor the levels and components of the risk-based capital requirements for banks 
through peer, outlier, and risk trend analyses; 

• Evaluate the quantitative impact and competitive implications of the implementation of 
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the Advanced Capital Adequacy Framework on risk-based capital levels within reporting 
banks and on an overall industry basis; 

• Provide market participants, depositors, the public, supervisors, and other interested 
parties with information about banks’ risk-based capital; and 

• Supplement on-site examination processes and decisions pertaining to the allocation of 
supervisory resources. 

The agencies are absolutely correct in their stated need and planned use for this 
data. State supervisors share this interest in fulfilling their supervisory responsibilities and 
broader responsibility for the state banking system. 

To further this point, in a 1 997 speech before CSBS, former Federal Reserve 
Chairman Alan Greenspan credited the large number of community banking institutions in 
the U.S. as being the key “to the stability of the banking system and the well-being of the 
macro-economy.” He went on to add, . .Just as large numbers of smaller banks are a key 
to the robusmess of our economy, the state charter is a key to the robustness of our banking 
structure. ...” Moreover, Chairman Greenspan concluded that the decentralized nature of 
banking and bank supervision were “arguably the key to weathering the financial crisis of 
the late 1980’s.” 

As we experienced in the 1980’s, capital requirements are an essential cornerstone 
of bank regulation and if the states are excluded from decisions affecting this critical 
regulatory tool, a major strength of our diversified system identified by Chairman 
Greenspan is lost. Centralized power and decision making may be easier, but in the U.S. 
banking system, it has not proven to be better. 
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Addressing Basel II Concerns 

CSBS is pleased with the inclusion of several safeguards that have been 
incorporated into the Basel II NPR. Primarily, the maintenance of the current leverage 
ratio is crucial in preserving safety and soundness in the system. My fellow state 
supervisors and I believe strongly that the preservation of the leverage ratio is an 
absolutely necessary component of the Basel II framework. As the NPR itself states, “the 
leverage ratio is a straightforward and tangible measure of solvency and serves as a needed 
complement to the risk-sensitive Basel II framework based on internal bank inputs.” We 
commend FDIC Chairman Bair for initiating a dialogue on the need for an international 
leverage ratio. This would be a significant step to strengthening the international banking 
system. 

A second useful safeguard is the trigger of regulatory changes if there is a material 
reduction in minimum regulatory capital. If a 10 percent or greater drop in aggregate 
capital occurs among the group of institutions that adopt the Basel II framework, 
regulatory changes will be required of the supervisory risk functions of the framework. 
CSBS is wary of any proposal that could possibly lower the overall level of capital in the 
banking system, so we are pleased with the inclusion of this safeguard. 

And finally, the proposed transition period is a wise approach to ensure that 
institutions are fully prepared for the implementation of the Basel II framework. The 
required one-year parallel run and the three-year implementation period will make certain 
that institutions are able to adopt the advanced Basel II approach while maintaining 
adequate capital to ensure safety and soundness. This transition will also give us the 
opportunity to evaluate the competitive implications and relative strength of the system. 
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We propose that the federal agencies — working with state banking supervisors — release 
reports during this period describing the progress of Advanced Approach banks (based 
perhaps on the proposed federal regulatory reporting forms) and the results of Advanced 
Approach benchmarking and model validation exercises. These reports will allow us all to 
gauge the effectiveness and possible consequences of the Basel II revisions. 

U.S. banking regulators should also publish detailed plans describing how they will 
assess levels of required capital across the system once revised capital regulations are 
released. Moving forward with revised capital regulations will be much easier if bankers 
and supervisors understand the methods for assessing changes in the level of capital. This 
assessment should cover the entire banking system and should include a study of the areas 
where required capital either increases or decreases, by portfolio, institution type, region, 
and local community. 

We now have the opportunity and the responsibility to make sure that when Basel 
II is implemented in the United States it will meet the objectives first put forth in 1999. I 
propose that we consider simpler Basel II options until we better understand the 
consequences of adopting Basel IBs Advanced Approaches. We still do not know if Basel 
II will be successful in significantly reducing capital arbitrage. Basel II is an elaborate and 
complex set of regulations, and we are simply not far enough along to truly understand the 
exact nature of its incentives and motivations. It is my belief, however, that capital 
arbitrage will not only continue, but will itself increase in complexity and become more 
difficult to monitor and supervise. 

The Standardized Approach 
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Recently, CSBS requested that the federal agencies seek public comment on 
offering the Standardized Approach in the United States. The agencies have included such 
a question in the Basel II NPR, and we commend them for doing so. 

Several of the core Basel II banks have complained about details of the U.S. 
implementation of Basel II, and requested that they be allowed to follow the Standardized 
Approach. The arguments against allowing these banks to follow this approach seem to be 
(a) this approach is not appropriate for U.S. mandatory banks and comparable banks in 
other countries are not utilizing the Standardized Approach; and (b) U.S. regulators have 
not performed the work necessary to implement the Standardized Approach. 

We are aware, however, of several comparable foreign banks that are considering 
following the Standardized Approach for credit risk. It is our belief that the Advanced 
Approaches are not being adopted uniquely in any other country. The United States 
appears to be the only nation that refuses to allow institutions to adopt the Standardized 
Approach. 

Also, I believe it would be feasible for U.S. banking agencies, working in 
conjunction with the states, to produce estimates of the effect of the Standardized 
Approach across the country. The Basel Committee and other countries, such as Germany, 
have performed studies of the Standardized Approach and made their results available. In 
addition, much of the work the federal banking agencies have carried out to develop Basel 
lA could be used in drafting a U.S. implementation of the Standardized Approach. 

In my opinion, it is possible that adopting the Standardized Approach could allow 
us to increase the risk sensitivity and comprehensiveness of current risk-based capital 
requirements and establish uniform capital requirements across all institutions, which were 
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original objectives of the Basel 0 framework put forth in 1999. The Standardized 
Approach could capture more off-balance sheet risk than current capital requirements, 
thereby offering a superior complement to the leverage ratio. Also, the Standardized 
Approach does not call for enonnous expenditures by banks, and can be supervised by 
examiners without relying unduly on bank staff. 

It is important to remember that the Standardized Approach is part of the original 
Basel framework. This is not a novel or surprising aspect of Basel IT In my opinion, if a 
regulation can be simplified, it should be. Our domestic financial system could benefit 
from a less complex, more risk sensitive approach to monitor risk-based capital 
requirements. 

The End Game of Basel 11 

Despite its current complexities, the original purpose of Basel II was really quite 
simple. Ultimately, the intention of Basel II is to produce a stronger international system 
that does not weaken our domestic dual banking system. In our rush to improve safety and 
soundness and competitive equity in the international system, we absolutely can not afford 
to weaken safety and soundness and competitive equity in our own domestic institutions. 

As U.S. regulators, our first priority must be to our domestic institutions. 

The objectives of Basel II outlined in June 1999 must be met as we implement 
Basel II in the coming years. As regulators and legislators, it is our duty to ensure that the 
Basel It framework, including both the Advanced and Standardized Approaches, promotes 
safety and soundness, enhances competitive equity, provides a comprehensive approach for 
addressing risks, and embodies principles that are applicable to banks of varying sizes and 
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levels of complexity. Most importantly, we must not diminish the dual banking system 
which has served our citizens and economy so well. 

I commend you Chairman Shelby, Ranking Member Sarbanes, and the 
distinguished members of the Committee for addressing this matter. On behalf of CSBS, I 
thank you for this opportunity to testify, and I look forward to any questions that you may 
have. 
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Mr. Chairman and members of the Committee, my name is Jim Garnett. T am die Head ot Risk 
Arciiirccfure for Citigroup and in this capacity I am responsible for tmplemenfai ion of the Basel II Capital 
-\ccord for Citigroup witliin the United States and other countries in wliich C'ldgroup operates. (Citigroup 
is a metnber of the American Bankers Association (“ABA”), and 1 am here today to testify on bclialf of 
the ABA. 

ABA, on behalf of the more than two million men and women who work in the nation’s banks, 
brings together all categories of banking institutions to best represent the interests of this rapidly changing 
industry. Its membership - which includes community, regional and money center banks and holding 
companies, as well as savings associations, trust companies and savings banks - makes ABA the largest 
banking trade association in the countiy. 

Thank you for the opportunity to jiresent the .A BA’s views regarding tiie ongoing efforts to 
irnpiement die Basel 11 risk-based capital requirements in the United States. The ABA appreciates 
C>.ingrcssioiial oversiglit of the regulators’ actions in this important area. Recent proposals by the 
regulators, while well-inrended, have the potential to reduce the availability of affordable credit, adversely 
affect competition among banks, discourage progressive risk management practices, and add to the already 
hcavv costs of compliance, 

The ABA has long supported a cotnprehensive approadi to the regulation of risk-based capital 
that encompasses minimum capital requirements, supei:\dsoty’ review, and market discipline. The stated 
goal of the Basel II accord is to arrive at capital requirements that better rellect risk in a bank, However, 
the Basel II capital requirements as embodied in the banking agencies’ (“Agencies”) recently promulgated 
Notice of Proposeti Rulemaking (“Proposal”) fall short of that mark. In my testimony concerning the 
ca piiai ru l es 1 w ould lik e to make the fol lowing poin ts: 
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y First, tile capital adequacy framework recently proposed by the j\geiicies is inconsistent 
with the international Basel II accord, would place U.S, batiks at a compctitis^e 
disadvantage with banks in other countries, and would impose significant compliance costs 
on U.S. banks. 


>• Second, the Agencies should expedite contemporaneous review and revision of the capita! 
rules for the entire banking industry in order to avoid competitive imbalances domesticallv- 

y Third, the variety and complexity’ of the A^merican banking industry call for a menu of 
capital options in order to achieve the best match of capital with banking operations; a 
one-sixe-fits-all approach means a bad fit for most banks. 


The above points are discussed in further detail below. 


I. The Agencies are Diverging from the Base! II Standards to the Detriment of U.S, Banks. 

The Basel II accord is intended to promote consistency in niteruational regulatory capital 
standards, Consistency promotes free competition for banks operating across national boundaries, and it 
avoids the significant compliance costs that would be associated with different capital regimes in different 
countries. However, the Agencies have chosen a more restrictive and prescriptive approach than that 
being implemented in other countries. The provisions to be applied to large and complex U.S. banks, 
along with additional limitations that slow implementation, mark a divergence from the standards 
embodied in the internationally agreed upon Basel II accord. 

Under the international accord, three options for approaching credit risk are permitted. These 
include the Standardized .Approach, ihe Foundation Internal Ratings-Based .Approach, and the Advanced 
Infernal Ratings-Based Approach. With respect to operational risk. Base! 11 provides for the Basic: 
Indicator .Approach, the Standardized Approach, and the Advanced Measurement Approach. In the U.S., 
the .Agencies have proposed rules that implement only the Advanced Internal Ratings Based 
Approach and the Advanced Measurement Approach (coUectively, the ".Advanced Approaclics”) for 
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credit risk and operational risk, requiring the largest banks — the so-called “mandator}* banks” — to abide by 
them. 

The Agencies propose to implement the Advanced Approaches in wavs that are more restrictive 
than those embodied in the international Basel 11 accord. For example, the Proposal requires a bank that 
sells loans from a single borrower at a discount of five percent or more to treat .-^i/othet: ioatis from the 
same borrower as being in default, regardless of the situation. Other banks lending to the same borrower 
would not he subject to the same requirement. Such a provision creates artificial differences among 
competing institutions, and contradicts the intent of Basel II. 

F-’iirthermore, the <'\dvanccd Approaches as proposed contain several limits that would prer*ent 
banks from realizing the potential benefits of capital reform. For example, the Proposal involves phasing 
in Basel 11 over a three-year period following implementation of the new standards. U.S. banks will be 
limited during this phase-in pcrir)d by “transition floors.” These floors last longer than those adopted l>y 
other nations, and only U.S. banks must seek permission from regulators to move to the next Hour. As a 
result, banks around the world will have moved on to Basel 11 long before U.S. banks even begin. 

A second limitation involves retention of the leverage ratio. Over the past decade, banks and 
regulators have made significant advances in risk management techniques. 'Ilicsc advances are reflected in 
the Basel II accord and it is important to review objectively whether the leverage ratio is still nccessaiy in 
light of the new framewmrk, Hie leverage ratio will require banks to hold more capital than is justified by a 
risk analysis, creating incentives for banks to acquiie riskier assets in order to earn an acceptable return on 
the excess capital, 

Third, the Agencies have promised to make further adjustments to the capita! niles if the. aggregate 
capital of banks employing Basel II decreases mote than ten percent. This is an arbitcaiy limit that has no 
relationship to economic conditions. In strong economic cycles, a drop in required regiilatoiy capital of 
ten-percent or more may well be appropriate and would not pose any safety and soundness concerns, 
Conversely, in economic downturns, the amount of required regulatory capital could easily be in 
excess of the amount required under Basel 1. Furthermore, it is entirely possible that a significant 
decline of risk-based capital for just a few Basel 11 banks could bring the aggregate decline of all Basel 
II banks above 10 percent. Under such circumstances, it would not be appropriate to penalize all Basel 
II banks. 

The objective of the rulemaking should be to de capital to risk. Banks do this every day, separate 
and apart frf>m regulatorv capital requirements. Mandaton* banks have been using internal models for 
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years and have demonstrated their reliability throughout ail phases of the credit cycles. Further, the largest 
U.S. banks have full-time, resident regulatory examination teams with detailed knowledge of and access to 
the bank’s intricate capital management processes. However, if regulator)' constraints arc not 
appropriately risk sensitive, most banks will be forced to run parallel capital systems. One system wiU be 
used to report to regulators, while the other system — which will be a better gauge of actual risk -- will be 
used to run the bank. It will be extremely costly for banks to operate in an cfivironment that requii-es two, 
disparate capita! systems. 

As a result of the disparities between the Proposal and the international accord, the U.S, banking 
industry is likely to rcalixe few, if any, of the benefits that were anticipated at the inauguration of the Basel 
II exercise. Capital requirements will not be appropriately linked to rivsk, U.S. banks will be placed at a 
competitive disadvantage to foreign banks, and U.S. banks will be subject to a costlv compliance burden. 
By being too restricti’.'e, the Agendes would effectively impose a regulatory tax that either \vt>uld make 
U.S. banks less aide to seive as an economic catalyst in this countty’ or prompt them to engage in risk- 
taking s(5lely to use tlie excess cajdial required by the regulation. 

It is also important to note that competition and capital flows do no stop at national liorders. 
Therefore, even those fhS. banks that have mostly domestic operations will be put at a di-sadvantage in 
competing for major business customers who can easily turn to foreign banks operating under more 
appropriate Basel 11 rules. 

The adverse consequences of the Advanced Approaches as embodied in the Proposal are not 
confined to the mandatoiy banks. bank considering whether to “opt in” to adoption of die new 
standards likely would fmd the compliance burdens far ouerveigh any benefits. Hence, the Ba.sel II goal of 
encouraging superior risk management svill be significantly unclctmincd 

These detrimental effects of the Propo.sal can be avoided if the Agencies adopt instead rules that 
more closely follow the intcmational Basel II accord. By making the capital ndes that apply to U.S. banks 
comparable to those adopted in other cmintries, the competitive disadvantages that flow from the 
Proposal would fade, and U.S. banks would have regulator)' capital that is a much better match for their 
risks, 
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II. The Agencies should expedite contemporaneous review and revision of the capita! rules 
for the entire banking industry in order to avoid competitive imbalances domestically. 

If the Agencies were to adopt advanced capital rules comparable to those of the international Basel 
II accord, this could result in lower capital charges in many instances for the mandatoiT banks and opt-in 
banks (coOccfivcly, “Basel II banks’% Taken by itself, however, diat could leave much of the rest of the 
banking industr\- subject to admittedly out-of-date capifcil standards and subject to higher capita! retention 
ret|uirements. As a result, the vast majority of U.S. banks could find themselves at a disadvantage when 
competing with Basel II banks. Basel IJ banks could make the same loans as community and regional 
banks, but at a fraction of the risk-based capital assessment. This in turn could tempt Basel II banks to 
acquire community banks in oriler to unlock the excess capital they hold. 

It is imperative that the Agencies not create winners and losers based fin how much capital a given 
bank must set aside for a particular asset. To maintain competitive balance within the .American banking 
industiT, an appropriate update of capital rules is needed for all the comntunity and regional banks for 
which the more advanced elements of Basel II are excessively expensive and complex, It is essentia! that 
each of these rules should require roughly the same amount of capital for the same asset, regardless of tlie 
sixe or complexity of the banks ittvolved. 

The original Basel Accord was developed more than fifteen years ago to provide a unifonn 
international reguiatoiy standard specifically for large, mteniationally active batiks. However, the Agencies 
elected to apply it to every bank in the country regardless of their si7e, and the original accord has never 
been a good fir for the wide variety of individual circumstances of American banks, particularly the smaller 
in.sriturion.s. Now, with multinational adoption of Basel II, the existing risk-based capital regime has 
become an archaic, idiosyncratic U.S. standard. In profound irony, the original accord will be applied 
chiefiy to the hanks for which it was not intended, those that are nor in the ranks of the largest or 
internationally active institutions. This misappropriation of capital standards needs to be addressed. 

Wc congratulate the .Agencies on their announced commitment to develop a revised \fe.rsion of the 
existing capital standards, sometimes called a Basel 1 - A standard. We compliment the Agencies on their 
plan to expedite the schedule for proposing altcmativevS to the Basel 1 ! capital rules so diat they can be 
reviewed contemporaneously with the review of the current Proposal. The mandatory banks have been 
working on their Basel II conforming systems foryears. If the revised risk-based capital rules for all other 
banks are applied sequentially to the Basel II Advanced Approaches, then the instimtions adopting these 
standards will be ready to take advantage of their new paradigm while ail others will be just beginning to 
adjijsqto tiie irvS, T hese second-stage banks w ould, as an unintende d result of regiihuoiT action^surelv lo se 
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custxnners and business to their larger rivals. Therefore, the Agencies need to move forward expedidously 
to revise the general risk-based capital standards that will apply to banks not adopting the Basel 11 
approach. This way the entire industry can be prepared to follow standards tliat are compctitie-ely 
comparable. 

Moving up the existing risk-based capital standard re\nsion schedule will also help with acceptance 
and implementation of Basel II. Accelerating the revision of the rule for the entu:e industry^ togetlrer 
would help allay competitive balance concerns voiced in the industrv' and by gox'-erninental leaders and 
reduce resistance to finalizing Basel 11. 


III. The variety and complexity of the American banking industry call for a select menu of 
capital options in order to achieve the best match of effective capital standard with banking 
institution; a one-size-fits-all approach means a bad fit for most banks. 

Prudent changes to the Proposal could make the Advanced Approaches a workable, effective 
means for derermiiting how much capita) is appropriate for the adoptingbanks. The. .ABA intends to 
svibmit derailed cominentsS to the ..Agencies tliat will focus on changes we believe should be made to the 
“transitional floors,” to the continued application of the leverage ratio, to the definition of “default,” and 
to other areas where the regulators have inappropriately deviated from the international accord. These 
change’s would conform the Advanced Approaches for U.S. banks more closely to those set forth in tlie 
international Basel 11 accord. If the problems highligiitcd during the comment period can be resolved, we 
would support adoption of the Advanced Approaches as one option for banks to con.sider. 

In addition to addressing the problem.-? with the .Advanced Approaches, the Agencies should 
provide banks other appropriate risk-based capital options. Giving b.anks a choice of methodologies for 
risk-based capital compliance has several benefits: 

• It allows banks to choose among methodologies that are simple and transparent; 

• It promotes a competitive marketplace both domestically and internationally; 

• It ensures appropriate minimum regulator)' capital requiremetits; and 

• It allows banks of all sizes to make their own cost/benefir assessments of the risk sensidvity’ of 
each option. 
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One option that should be considered is the Standardized Approach under Basel II, The 
Standardized Approach for credit risk has been part of the basic Basel II framework. Its terms and 
conditions arc set forth in great derail in the international accord that the Agencies approved in June 2004, 
and those terms and condiri<5ns are fully known and understood by tlie Agencies. With so much work 
already done on tills approach, its inclusion in a menu of capital options for American banks should not 
require extensive additional work. 

The Standardized -Approach ties capital charges to factors such as the credit rating of the iiorrower 
and the stirength of collateral. It also recognizes that prudently underwritten residential real estate loans 
deseive a lower risk-weighting than is assigned under current rules. 

While the Standardized Approach to credit risk is not as complex as the Advanced Internal Ratings 
Based Approach, it is nevertheless an improvement in many ways over existing rules and could be an 
optimal capital standard for many banks. For the mandaton- banks, it may offer an appropriate balancing 
of the benefits of greater risk sensinvity and the burdens of regulatory compliance, while allowing 
flexibiJii:}’ to accommodate a bank’s latest internal risk management program. For banks considering 
whetirer to opt in to the Basel 11 framework, the Standardized Approach may present a better fit, We 
appreciate the question in the Proposal about whether the Standardized Approach should be a part of the 
U.S. Basel il niles, and support work to provide this option. 

The Agencies also should continue their efforts to develop a “Basel 1-A” approach that provides a 
meaningful option ro the Standardized Approach. The current Basel 1-A initiative was prompted by a 
recognition that existing capital niles are nor sufficiently risk-.sensitive for most banks but that the Basel II 
rules are likely to be too complicated. These concerns remain v’-alid. An appropriate Basel I-A standard 
should provide smaUcr banks with a more risk-.sensitive capital structure and may be an appropriate choice 
for many banks. The development of Basel l-.\ is a constructive, necessary step in the implcmcnration of 
the Basel 11 accord in the United States. 

Many of the ideas discussed in the Agencies’ Advance Notice of Proposed Rulemaking (“ANPR”) 
concerning Basel l-A are potentially vety helpful. These include such things as using more “risk buckets” 
when classif\ting assets and considering loan-to-value ratios when determinitig tiio capital charge lor 1-4 
family residential mortgage loans. However, given that no proposed rule has been published, it is 
impossible to offer views on particular changes to an existing reguiation. If a Basel I-A proposal turns out 
ro be largely the same as the Standardized Approach, we would encourage the Agencies to consider other 
oprion.s that would provide more flexibility when determining the appropriate amount of capital based on 
the quality of a bank’s systems. __ __ 
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A fourth option should be to retain Basel I standards for banks with unconaplicated balance sheets. 
For many banks of this nature, the supervisor)' and paperwork burden of adopting a new system, even if it 
could lower the capita! requiremcnr, would not be an efficient use of resources. Hence, the existing Basel I 
rule is a prudent standard ffu many banks and should be retained as an option. 

It is important that risk and capital be appropriately linked for all hanks regarcUcss of their 
size, and in such a way as to avoid creating competitive disparities. However, the efforts to impi:c:)ve 
the risk sensitivity of regulator)' capital requirements should not result in disproportionate compliance 
burdens. Applying a select menu of reasonable capital standards for banks of all sizes is the best course of 
action. Just as applying the Advanced Approaches to small banks with uncomplicated balance sheets 
would result in a bad fit, so t<>f> would continuing to apply the existing Basel 1 program for large, 
internationally active banks. That principle holds true, as well, for banks in die middle. One-size-fits-all is 
likely to be a bad fit for most banks. 


CONCLUSION 

The inidativc to improve existing capital rules could impose burdens that far outweigh its benefits. 
Alrernatives exist that would strike a better balance between costs and benefits than does the Proposal 
We appreciate the Agencies’ willingness to consider alternatives, and we retnam committed to working 
with tile Agencies toward the goal of keeping the banking indusixy a safe, sound, and vibrant provider of 
financial services. 
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Chairman Shelby, Ranking Member Sarbanes, and members of the Committee, I am 
Kathleen Marinangel, Chairman, President & CEO of McHenry Savings Bank, a $275 
million community bank located in McHenry, Illinois. McHenry Savings Bank is a state- 
chartered, community financial institution serving customers in McHenry County in 
Northeastern Illinois. The bank currently operates five full-service banking offices. The 
primary business lines of the bank are focused on retail customers and small business 
owners, resulting in a diversified portfolio of single-family mortgages and commercial 
and consumer loans. We compete head-to-head throughout our market area with many 
large national financial institutions, including Washington Mutual, Citibank, JP Morgan 
Chase, Fifth Third, and TCF National Bank. We also compete with large foreign-owned 
banks such as Harris Bank, LaSalle Bank and Charter One. 

I am submitting this statement on behalf of America’s Community Bankers (ACB) of 
which I serve on the Board of Directors. I thank Chairman Shelby for calling this hearing 
on the Basel II and Basel lA proposals. The rulemaking process and the eventual 
implement of final rules are critically important to ACB member institutions. 

Overview of Basel II and Basel lA 

ACB and its members took the early lead on the proposed regulatory capital changes 
affecting banks and savings associations. We believe that the development and 
implementation of Basel II and Basel I A are critically important regulatory initiatives for 
financial institutions today. We support the adoption by U.S. and international bank 
supervisors of a risk-based capital system that more accurately links the amount of capital 
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an institution holds to the risk taken by that institution. However, ACB remains 
concerned about the possible competitive impact Basel II will have on community banks 
when it is implemented in the United States. Fmthermore, ACB is concerned that the 
complexity of implementing Basel II will place the large, internationally active U.S. 
banks at a competitive disadvantage vis-a-vis foreign banks that have been given a choice 
between the internal models version of Basel 11 and a more standardized approach. 

Since the Basel Accord was first adopted in 1988, financial institutions have developed 
sophisticated tools to more accurately measure credit, interest rate, operations, market, 
and other risks. We believe that now is an appropriate time to review the current capital 
requirements that apply to all financial institutions and revise them to reflect changes in 
risk management that have occurred over the last decade. 

In the United States, the federal banking agencies (Agencies) are working to update the 
Basel framework and create for the first time a bifurcated regulatory capital system. As 
currently contemplated, only about 10 financial institutions in the United States would be 
required to comply with Basel II. An additional 10 to 15 believe that they have the 
resources to voluntarily comply or opt-in. All other banks and savings associations 
would remain subject to Basel I or, as amended, Basel lA. 

We commend the efforts of the Agencies to develop a Basel II proposal that is workable 
for the largest, internationally active U.S. banks. However, we strongly believe that Basel 
II should not be implemented unless changes are made to Basel I to more closely align 
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capita] with risk for other depository institutions. Otherwise, we believe that Basel I 
banks would be left at a serious competitive disadvantage and would become possible 
acquisition targets for Basel II banks. Finally, ACB strongly recommends that small 
community banks continue to have the option to comply with Basel I in its current form. 

We understand that the banking regulators expect to issue a Basel lA proposal in the near 
future. We also understand that the Agencies plan to substantially overlap the public 
comment periods for the Basel II and Basel lA proposals and that the proposals are 
expected to be implemented at the same time, allowing for the consideration of the 
overall capital framework for all banks. It is clear that the Agencies are listening to the 
industry’s perspectives on Basel issues that affect an institution’s capital requirements 
and business strategy. It is our hope that Basel II and Basel lA will establish a 
coordinated, more risk-sensitive capital regime without adding significantly to regulatory 
burden. 

Basel II Accord 

Early in the process of developing a Basel II proposal, the Agencies determined that U.S. 
Basel II banks would use the “Advanced Approach,” which would require each bank 
subject to Basel II to develop its own credit risk and operational risk models to determine 
capital levels. In contrast, banks in other industrialized countries are allowed by their 
regulators to choose between the methods described in the international Basel II Aceord 
in order to determine capital requirements, including the “Standardized Approach.” The 
Standardized Approach is simpler than the Advanced Approach. 
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In 2003, the Agencies requested public comment only on the Advanced Approach for 
determining capital levels. We are uncertain as to why the Agencies did not consider use 
of the Standardized Approach for U.S. Basel 11 banks. 

We strongly believe that banks must have the opportunity to choose the capital 
calculation that best suits their business needs and risk profile and that Basel II banks be 
able to choose between the Standardized Approach or the Advanced Approach. The 
flexibility to adopt the Standardized Approach will help U.S. banks to compete both 
domestically and internationally with foreign banks that will be implementing Basel II in 
2007. 


ACB has significant concerns about the complexity of the Basel II proposal and the 
ability of financial institutions to bear the significant costs of accurate implementation of 
the proposal. We are also concerned with the capacity of the Agencies to adequately 
administer and enforce the new capital requirements without significant new reporting 
requirements. Furthermore, we are under the impression that there -will be a substantial 
recordkeeping and reporting burden for institutions that would be subject to Basel II. We 
believe this is another reason that banks should be able to adopt the Standardized 
Approach for calculating capital. In addition to simplifying capital calculations, the 
Standardized Approach would allow banks to manage their reporting burden as well. 

We are pleased that the FDIC board recently voted to seek public comment on whether 
Basel II banks should be permitted to choose between alternative methods for calculating 
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capital requirements. 

In summary, ACB believes that prior to the final adoption of Basel II, the regulators and 
the industry need to evaluate the complexity of the proposal and the ability to monitor 
compliance. This would include greater consideration of the real-world consequences of 
adopting an extremely complicated capital regime, the resources needed for 
implementation, the problems inherent in ongoing maintenance, the likelihood of 
effective regulation and market oversight, and the competitive pressures that could 
potentially encourage banks to “game” the system. 

Competitive Concerns for Community Banks 

Unfortunately, the complexity and costs associated with developing and implementing 
the models needed to measure and evaluate risk likely will preclude all but a small 
number of banks in the United States from opting into the more risk-sensitive capital 
regime proposed in Basel II. 

The best available evidence suggests that Basel II will open the door to competitive 
inequities between large banks and community banks. The quantitative impact study, 
QIS-4, conducted by the Agencies showed that the Basel II Accord would result in 
significant capital savings for some of the largest banks in the United States and other 
countries. These large institutions compete head-to-head domestically with community 
banks in the retail area. Retail lending, particularly residential mortgage lending, is a 
fundamental business of community banks. 
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Under this bifurcated system, two different banks, a larger Basel II bank and a small 
Basel 1 community bank, could review the same loan application that presents the same 
level of credit risk. However, the larger bank would have to hold significantly less 
capital than the small bank if it makes that loan, even though the loan would be no more 
or less risky than if the community bank made the loan. Because capital requirements 
play a part in the pricing of loan products, the community bank may not be able to offer 
the same competitive rate offered by the larger institution. This result is not acceptable. 
Capital requirements should be a function of risk taken, and if two banks have very 
similar loans, they should have a similar required capital charge. 

In addition, we are concerned that unless Basel I is appropriately revised, smaller 
institutions under a bifurcated capital regime will become takeover targets for institutions 
that can utilize capital more efficiently under Basel II. For instance, if a large bank could 
acquire a community bank’s assets at a fraction of the required capital ratio imposed on 
the large bank, they would surely do so. The required capital at the acquired bank now 
would be excess capital under a Basel II structure. The bifurcated capital structure could 
drive acquisitions that otherwise would have no economic purpose. 

Community banks must be permitted to utilize their capital effectively and judiciously 
while improving their ability to manage risk. Therefore, community banks must be given 
the choice to opt-in to the Basel II Standardized Approach, comply v«th a revised and 
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more risk-sensitive Basel lA, or continue to comply with the current Basel I framework if 
it better suits the institution’s business needs and risk profile. 

In short, the same capital options available to larger institutions must be available to 
smaller institutions and vice versa. 

Creation of Basel lA 

In October of last year, the Agencies issued an Advance Notice of Proposed Rulemaking 
(ANPR) regarding possible changes to the capital framework to create Basel lA. ACB 
made many suggestions and observations in the comment letter we filed with the 
Agencies (See Appendix A). We look forward to studying and commenting on the 
Basel lA Notice of Proposed Rulemaking (NPR) that is expected to be published for 
public comment in the near future. 

ACB has advocated in its letters to the Agencies and in previous testimony before 
Congress that the current Basel I capital regime be amended to take advantage of the 
ability of institutions and supervisors to measure risk more accurately. 

Ba.sel I fails to consider such risk factors as the loan-to-value ratio of collateralization and 
banks’ significant nonfinancial assets. For example, a mortgage loan with a 20 percent 
loan-to-value ratio is risk-weighted the same as a mortgage loan with a 90 percent loan- 
to-value ratio. However, the risks associated with these loans are not the same. These are 
examples of elements of risk measurement that will be available to the banks that comply 
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with Basel II, while the vast majority of U.S. banks will have to comply with the outdated 
risk measurement, unless Basel I is amended. 

As proposed in the ANPR, a revised Basel lA would include more risk buckets and a 
breakdown of particular assets into multiple baskets to take into consideration collateral 
values, loan-to-value ratios, and credit scores. Credit risk mitigation measures, such as 
mortgage insurance and guarantees, would be incorporated into the framework. Other 
revisions would be made to further refine current capital requirements. Such an approach 
would be relatively simple for banks to implement and for regulators to supervise. 

We also believe that small community banks should have the option of continuing to 
comply with Basel I in its current form. We encourage the Agencies to allow institutions 
the flexibility to choose a model that best works for that institution. There are many 
smaller institutions that hold capital well in excess of minimum requirements and will 
continue to do so after Basel lA or Basel II is implemented. These institutions often 
operate in small communities, may be mutually owned, family-owned, or privately held. 
These institutions believe that higher capital is appropriate to their ownership structure. 
Institutions should not have to comply with the increased regulatory burden of changed 
capital requirements if they would prefer to remain compliant with a more 
straightforward, but a less risk-sensitive Basel I. 

Leverage Ratio 

We understand that the Agencies intend to leave a leverage requirement in place. We 
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support the maintenance of a leverage ratio for all financial institutions and believe that a 
regulatory capital floor is necessary to mitigate the imprecision inherent in internal 
ratings-based systems. The results of QIS-4 raised significant concerns over the 
implementation of Basel II and the potential for a significant reduction of risk-based 
capital. That study was conducted with a group of U.S. institutions that are expected to 
adopt Basel II and showed evidence of large reductions in the aggregate minimum 
required capital. Because of this study, the Agencies agreed to a minimum aggregate 
decline of 10 percent per year and a leverage ratio floor of 5 percent in the Basel II 
proposal. 

In 1991, Congress enacted FDICIA, which set out a requirement for a leverage ratio 
component in capital for U.S. financial institutions. Congress specifically set the 
“critically undercapitalized” level at 2 percent. While Congress left the other ratios to 
agency discretion, it is appropriate for Congress to oversee the implementation of a 
requirement it created. ACB suggests that the precise level of the leverage requirement 
should be open for discussion. Institutions that comply with Basel II, and institutions that 
comply with a more risk-sensitive Basel lA, may not achieve the full benefits of more 
risk-sensitive capital requirements if the current minimum leverage ratio remains 
unchanged. Absent changes to the current leverage ratio, institutions may make balance 
sheet adjustments based solely on capital requirements rather than on the best interests of 
the business. 

In addition, ACB suggests that foreign bank supervisors should also consider adopting a 
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leverage ratio as a means of protecting their financial systems. This would be an 
important improvement to the original Basel Accord. 

Capita] Considerations Specifically Related to Business Lending 

ACB’s comment letter to the Agencies’ on the Basel lA proposal specifically stated the 

following as it relates to business and commercial real estate lending: 

• We believe that risk criteria should be taken into account to differentiate loan 
types, include collateral characteristics and value, credit enhancements, LTV 
ratios, leasing commitments and structure, and other factors. 

• We support the approach in the proposal that would provide lower risk weights 
for commercial real estate loans that meet certain conditions, such as compliance 
with appropriate underwriting standards and the presence of an appropriate 
amount of long-term borrower equity. 

• We propose that in order to ensure that Basel I banks are not put at a competitive 
disadvantage with regard to Basel II banks for the treatment of commercial real 
estate, institutions should be provided an option to risk-weight these loans in 
additional buckets using LTV ratios and loan terms as risk measures. 

• While we support the use of credit ratings as a factor in determining the risk of 
commercial loans, we also urge the Agencies to allow banks to use additional 
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types of collateral and LTY ratios when no credit rating exists. Many community 
banks make both large and small commercial loans to borrowers that do not have 
a credit rating. We believe the permitted use of additional non-rated collateral 
LTVs will help keep capital requirements fairly simple, encourage lending to 
creditworthy and unrated businesses, and avoid any potential competitive 
disadvantages. 

• We believe that any expansion of the types of eligible collateral or guarantees that 
can be used to mitigate risk should be optional for the institution. Institutions that 
want to keep capital requirements simple and do not want the added burden of 
continually tracking collateral should have that option. 

Conclusion 

We wish to thank Chairman Shelby, Ranking Member Sarbanes and the rest of the 
Committee members in giving ACB this opportunity to present our views. As we 
mentioned at the outset, capital requirements for U.S. financial institutions are a critical 
component in the safe and sound flmctioning of the banking system, as well as the ability 
of U.S. banks to compete against each other and foreign banks. ACB stands ready to 
support Congress and the Agencies in implementing capital standards that more closely 
align capital to risk for all institutions. 
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Office of the Comptroller of the Currency 
250 E Street, S.W. 

Mail stop 1-5 
W ashington, DC 20219 


Attention Docket No. 05-16 
re gs.comments@occ.treas.gov 

Robert E. Feldman, Executive Secretary 
Attention: Comments/Legal ESS 
Federal Deposit Insurance Corporation 
550 17th Street, N.W. 

Washington, DC 20429 

comments@FDlC.gov 


Ms. Jennifer J. Johnson, Secretary 

Board of Governors of the 

Federal Reserve System 

20th Street and Constitution Avenue, N.W. 

Washington, DC 20551 

Attention: Docket No. R-1238 
regs.comments@federalreserve.gov 

Regulation Comments 
Chief Counsel’s Office 
Office of Thrift Supervision 
1 700 G Street, N.W. 

Washington, DC 20552 

Attention: No. 2005-40 
regs.comments@ots.treas.gov 


Re: Risk-Based Capital Guidelines; Capital Adequacy Guidelines; Capital 

Maintenance; Domestic Capital Modifications 
70 FR 61068 (October 20. 2005) 

Dear Mesdames and Sirs: 

America’s Community Bankers (“ACB”)* is pleased to comment on the joint advance 
notice of proposed rulemaking (“ANPR”) issued to solicit comments on changes to the 
risk-based capital framework for depository institutions in the United States.^ The 
revised framework would apply to those banks and savings associations that are not 
required to comply with, nor are able to opt-in to, the revised Basel Capital Accord 
developed by the Basel Committee on Banking Supervision at the Bank for International 


America’s Community Bankers is the member-driven national trade association representing 
community banks that pursue progressive, entrepreneurial and service-oriented strategies to 
benefit their customers and communities. To learn more about ACB, visit 
www.AmericasCommumtyBankers.com. 

■ 70 Eed. Reg. 61068 (October 20, 2005). 
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Settlements (“Basel 11”). This ANPR would lead to the issuance of a notice of proposed 
rulemaking at or near the time that the agencies also issue a notice of proposed 
rulemaking for Basel II. 

ACB Position 

We are pleased that the agencies have taken this step to revise risk-based capital 
requirements for all depository institutions. We believe that now is an appropriate time 
to review the current capital requirements that apply to everyone and revise them to 
reflect the changes in risk management and operations that have occurred over the last 
decade. Also, as we have made clear in our comment letters on the Basel II proposal and 
at Congressional hearings, we strongly believe that Basel II should not be implemented 
unless changes are made to Basel I for other depository institutions. Otherwise, we 
believe that Basel I banks would be left at a serious competitive disadvantage and also 
would become possible acquisition targets for Basel 11 banks. 

You will note that our comments discussing different asset categories generally argue for 
more risk buckets and the ability of an institution to choose how much burden they wish 
to incur in exchange for more risk-sensitive capital requirements. We believe that more 
buckets provide greater ability to differentiate risk among loans in a certain asset 
category. However, we would encourage the agencies to allow institutions some 
flexibility in choosing a model that best fits their needs and matches their resources. For 
some institutions, the process of collecting, updating and reporting borrower and loan 
characteristics that are relevant barometers of risk will not be too burdensome. Other 
institutions may prefer simpler, more straightforward capital requirements, as are 
prescribed under existing Basel I standards. 

The following is a summary of our position on the many questions contained in the 
ANPR, with more detail on each of these topics provided in the remainder of this 
comment letter. 

• ACB strongly supports risk buckets based on loan-to-va!ue (“LTV”) ratios for 
one-to-four family residential mortgage loans. If other risk criteria, such as credit 
scores and debt-to-income ratios are to be included in a revised Basel I, they 
should be optional for those institutions that wish to incur additional burden in 
order to have capital requirements even more closely aligned with risk. We 
support the use of private mortgage insurance (“PMI”) to reduce the numerator in 
the LTV ratio. There should not be different treatment for what the ANPR refers 
to as “non-traditional” mortgage products. We also provide an alternative 
approach to the proposed treatment of second lien mortgages. 

• The risk criteria that should be taken into account to differentiate multifamily 
residential mortgages should be LTV ratios and number of units. A similar 
approach to the buckets for single-family residential mortgage loans should be 
used to stratify these mortgages based on risk. 
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• The collateral value for automobile and other secured consumer loans should be 
taken into account to differentiate these loans by LTV ratios. The agencies should 
consider allowing an option for banks to also use the loan temi, credit scores and 
debt-to-income ratios for other types of unsecured retail loans to attain an even 
more accurately aligned risk weighting. 

• We support the approach in the proposal that would provide lower risk weights 
for commercial real estate loans that meet certain conditions, such as compliance 
with appropriate underwriting standards and the presence of an appropriate 
amount of long-term borrower equity. In order to ensure that Basel ! banks are 
not put at a competitive disadvantage with regard to Basel II banks for the 
treatment of commercial real estate, we believe institutions should be provided an 
option to risk-weight these loans in additional buckets using LTV ratios and loan 
terms as risk drivers. 

• We believe that it is appropriate to provide a lower risk- weight for small business 
loans that have lower LTV ratios based on the value of eligible collateral, no 
defaults and full amortization over a seven-year period. Two or three buckets 
should be available to institutions that are willing to incur more burden, with 
loans slotted based on LTV ratios and loan term. An alternative could also be 
offered that would allow an institution to adjust the risk weighting based on the 
credit assessment of a shareholder guarantor. Small business loans should be 
defined as those loans under $2 million on a consolidated basis to a single 
borrower. 

• While we support the use of credit ratings as a factor in determining the risk of 
commercial loans, we also urge the agencies to allow banks to use additional 
types of collateral and LTV ratios when no credit rating exists. Many community 
banks make both large and small commercial loans to borrowers that do not have 
a credit rating. We believe the permitted use of additional non-rated collateral 
LTVs will help keep capital requirements fairly simple, encourage lending to 
creditworthy and unrated businesses, and avoid any potential competitive 
disadvantages. 

• We believe the substantial cliff effect that occurs for short-term commitments 
should be removed by applying a credit conversion factor of 20 percent to all 
commitments regardless of term. This should not apply, however, to 
commitments that are unconditionally cancelable at any time or that effectively 
provide for automatic cancellation. These commitments should have a zero credit 
conversion factor. 

• We do not support an increase in risk weighting for past due loans. Current 
regulatory requirements provide that depository institutions set aside reserves and 
take other steps to mitigate the risk of these loans and their impact on the 
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institution. Also, an automatic upward adjustment without consideration of LTV 
ratios would not be appropriate. 

• We believe that any expansion of the types of eligible collateral or guarantees that 
can be used to mitigate risk should be optional for the institution. Institutions that 
want to keep capital requirements simple and do not want the added burden of 
continually tracking collateral should have that option. 

• We strongly believe that a leverage ratio should remain in effect. 

• The agencies should consider developing, or encouraging third parties to develop, 
a simplified risk-modeling system that could be used by less complex banks to 
establish minimum capital requirements. 

• Depository institutions of any size that would prefer to remain subject to Basel 1 
as it currently exits should have the option to do so. Also, institutions should be 
provided flexibility to utilize some of the fundamental principles in a revised 
Base! la approach to gain a more risk-sensitive capital approach without undue 
burdens, 

One-to-Four Family Residential Mortgage Lending 

Risk-Weight Categories. The agencies are contemplating revising the 50 percent 
risk weighting for all mortgage loans that would adjust the risk weight based on LTV 
ratios. ACB strongly supports this approach. LTV ratios historically have been a strong 
indicator of risk, are readily available to community banks, and can be updated fairly 
easily even if on a quarterly basis. We believe that the numerator of the LTV ratio should 
be based on the net balance carried on the books of the institution to take into account 
any discount on purchased loans. Net balance reflects the true exposure of the institution. 

With regard to updates of LTV ratios, we believe that the denominator should be based 
on the appraisal of the property obtained at the time of the loan closing. However, 
institutions should be given the option of updating the appraisals if they would like to 
undertake that burden to get capital requirements even more closely aligned with 
changing risk. 

With regard to other loan characteristics that might reflect risk, our members have 
various opinions with regard to whether credit scores or debt-to-income levels would be 
more appropriate to put into a matrix with LTV ratios to determine risk. Most of our 
members believe that the LTV ratio is the best indicator of the risk of a mortgage loan 
and that credit scores or other ratios could be used in combination with LTV ratios, but 
should not be used in isolation. Credit scores and debt-to-income ratios provide valuable 
information and are appropriate indicators of a borrower’s ability to repay a loan and, 
therefore, the risk level of the loan. We know of no study that shows which alternative. 
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credit scores or debt-to-income ratio, is a better indicator of risk, so a proposal could 
offer the opportunity to use one or the other or both in the matrix. 

There is some concern that any requirement to update the information with regard to 
credit scores or debt-to-income levels would be too burdensome for many community 
banks. Therefore, we support an approach that would permit those institutions that wish 
to include these characteristics in their risk assessment be permitted to do so in 
accordance with any parameters established by the agencies. This gives institutions the 
greatest flexibility to choose the level of risk sensitivity that is appropriate to the amount 
of burden they wish to incur. 

The ANPR references “non-traditional” mortgages and questions whether these loans 
should be treated in the same matrix as traditional mortgage products or whether they 
pose unique and greater risks that warrant higher capital charges. Our members strongly 
believe that all single-family residential mortgages should be treated the same under the 
capital framework. As an initial matter, it is unclear what products would be considered 
non-traditional mortgages in the current environment where the types of mortgage loans 
made in the past may not be the only ones appropriate in a more mobile society that 
manages finances and debt differently. Many of our members have several decades of 
experience with a whole range of mortgages, including adjustable rate and other 
alternative products, and this experience has occurred through times of significant 
economic stress. Any capital proposal should draw upon this actual experience when 
developing relevant risk weightings. 

Our members feel that LTV ratios are the best indicator of risk for any single-family 
mortgage loan, notwithstanding the characteristics of the loan. Similarly, credit scores 
and debt-to-income ratios are calculated in the same way for all types of mortgage loans 
and are applied differently only in the sense that a higher or lower credit score or debt 
ratio may be required for different types of products. 

PMI. The agencies have questioned whether there should be certain limits on the 
use of PMI to decrease the numerator in LTV ratios. We understand there could be some 
concern with the ability of PMI companies to honor commitments during a time of 
economic stress. Therefore, we support the approach that would recognize PMI only if it 
is written by a highly rated company. ACB believes that pool insurance and other types 
of guaranty programs do help reduce risk and should be considered in risk weighting 
mortgage loans. We suggest that the agencies recognize these risk mitigation methods 
consistent with the recourse provisions in the agencies’ capital guidelines on asset 
securitization. Also, mortgage insurance protection provided under special policies for 
loans sold to a Federal Home Loan Bank under its mortgage purchase program should be 
fully recognized when determining capital requirements for recourse obligations 
associated with those sold loans. 

For the reasons discussed above, we believe that PMI should be recognized for all types 
of mortgage products, without regard to the characteristics and terms of the mortgage. 

We see no reason to treat certain mortgage loans differently if they are covered by PMI. 
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Nor do we see a need for risk-weight floors if PMl will be recognized only if written by 
highly rated companies. 

Second Liens. The proposal discusses the treatment of second liens, which would 
differ depending on whether the institution also holds the first lien on a property. If an 
institution holds a first and second lien, including a home equity line of credit 
(“HELOC”), the loans can be combined to determine the LTV ratio and the lender can 
apply the appropriate risk weight as if it were one first lien mortgage. We believe that 
in.stitutions should have the choice to treat first and second liens as separate risks. The 
first lien carries less risk and is more likely to be repaid in full, so it should carry a lower 
risk weighting than the second lien. For example, a first mortgage with an 80 percent 
LTV should not have its risk-weight adjusted from 35 percent to 100 percent if the 
borrower also carries a second bringing the LTV to 95 percent. Such an effect will likely 
cause the lender to be less willing to extend the second lien, forcing the borrower to 
utilize alternative lending sources and incurring much higher borrowing costs/fees in 
obtaining the second mortgage. 

For stand-alone seconds or HELOCs, if the LTV at origination for the combined loans 
does not exceed 90 percent, the agencies propose a 100 percent risk weighting. If the 
LTV is over 90 percent, the agencies believe a risk weight higher than 100 percent would 
be appropriate. We do not support this approach. Again, the weighting should be more 
closely aligned with the actual risk. It should not be set in a way that forces lenders to 
forego second liens because the capital requirements are not proportional to the risk. The 
result of the proposal is that if the lender holds a first mortgage with an 85 percent LTV, 
that loan would have a risk weight of 50 percent. If the lender holds only a second 
mortgage where the combined LTV is 85 percent, the risk weight for the second 
mortgage is doubled to 1 00 percent even though the risk is the same based on an LTV 
ratio. We do not believe this is the proper result. 

Capital treatment of first and second liens, regardless of whether the same institution 
holds both, should be consistent to avoid gaming of the system or unnecessary burdens 
on borrowers who might have to spend more time and money securing second mortgages. 
We also believe that PMl should be factored in when determining the risk weight of a 
second lien just as it would be for a first lien. 

Multifamily Residential Mortgages 

Multifamily residential mortgages currently receive a risk weighting of 1 00 percent, 
except for certain seasoned loans that may qualify for a 50 percent risk weighting. The 
agencies are seeking comments and supporting data as to whether there are ways to 
differentiate among these loans with regard to risk. 

We believe that a .stratification of these loans into three or four risk buckets, similar to 
single-family residential loans, would be appropriate. We recognize that the risk 
weighting for these loans would have to take into account the higher risk of this type of 
lending. Since LTV ratios are the most accurate predictor of a mortgage loan’s risk, we 
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believe that the buckets should primarily be based on these ratios. However, we also 
believe that the number of units financed also should be considered. For example, loans 
could be classified as fewer than 20 units, 20 to 36 units, and more than 36 units. The 
number of units is correlated with the size of the loan and the size of the loan is 
associated with risk. Appropriate risk weight buckets could be determined by consulting 
with banks and savings associations experienced with multifamily residential mortgage 
lending through periods of economic stress. 

Other Retail Loans 

The agencies have requested information on alternatives for structuring a risk-sensitive 
approach for consumer loans, credit cards and automobile loans. 

We believe that LTV ratios for automobile lending and other secured consumer lending 
should be used to differentiate risk at the option of the institution. There are objective, 
standard resources for determining the value of an automobile. Other types of collateral 
that have objective means for determining value also should be considered. Tltose 
institutions that are willing to collect, update, and report this information should have the 
option of using LTV ratios to better align capital requirements with credit risk. 

For automobile loans, credit card lending, and certain types of unsecured consumer loans, 
loan term can be used to differentiate risk, with less risk assigned to shorter terms. Credit 
scores or debt-to-income ratios also could be used to differentiate risk at the discretion of 
the institution. As with mortgage loans, there is no evidence indicating which measure is 
more accurate as a barometer of risk. Those institutions that are willing to collect, 
update., and report this information should have that option. Other institutions that would 
prefer less burden should be able to comply with simpler, more straightforward 
requirements such as risk weights based only on LTV ratios and loan term. 

Commercial Real Estate Exposures 

fhe agencies have long had supervisory concerns with loans made for the acquisition, 
development and construction (“ADC”) of commercial property. Currently, these loans 
are subject to 100 percent risk weighting. The agencies are considering increasing the 
risk weight above 100 percent unless the loan meets certain conditions, including 
complying with interagency real estate lending standards and having long-term borrower 
equity of at least 15 percent. The agencies request comment on this approach and also on 
whether there are other types of risk drivers, such as LTV ratios or credit assessments that 
could be used to differentiate the risk of these loans. 

We understand the concerns that the agencies have had with commercial real estate loans. 
However, capital requirements should be proportionate to the risk to ensure that prudent 
ADC lending is not discouraged. Our main objective in this area would be that Basel 1 
banks be treated as similarly as possible to Basel 11 banks. This is a primary area of 
lending where our member community banks compete with the larger banks and they 
should not be left at a competitive disadvantage. 
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We support the approach in the proposal that would provide lower risk weights for loans 
that meet certain conditions, such as compliance with appropriate underwriting standards 
and the presence of an appropriate amount of long-tenn borrower equity. LTV ratios and 
other drivers of credit risk, such as loan term and borrower equity, should be considered, 
at the discretion of the institution. This could be done by slotting these loans into two or 
three buckets with different risk weights based on the characteristics of the loan and the 
additional risk drivers. 

There have been concerns among our members that the general reference to ADC loans 
in the ANPR could be interpreted to include loans to residential real estate developers. 
ACB would strongly oppose the application to residential ADC loans, as these types of 
loans do not involve the same type of risk as more speculative loans to commercial 
builders. We would appreciate having clarification that these ADC provisions would not 
apply to single-family homebuilders and developers. 

Small Business Loans 

Small business loans currently are assigned to a 1 00 percent risk-weight category unless 
covered by acceptable guarantees or collateral. The agencies are considering reducing 
the risk weight for small business loans to 75 percent if certain conditions are met, such 
as full amortization of the loan within seven years, no default in contract provisions, full 
collateral coverage, and application of appropriate underwriting guidelines. Small 
business loans would be those loans under $1 million on a consolidated basis to a single 
borrower. 

An alternative approach would be to use a risk weight based on the credit assessment of 
the principal shareholders and their ability to service the debt when the shareholders 
provide a personal guarantee. 

We support the proposed approach that would provide lower risk weights for small 
business loans that meet certain conditions, such as compliance with appropriate 
underwriting guidelines, no defaults, and full amortization over a seven-year period. We 
question, however, whether full collateral coverage should be required. We would prefer 
an approach that provides two or three different buckets based on LTV ratios, with lower 
ratios receiving lower risk weights. To provide even more alignment with risk, loans 
could be slotted into buckets based on the loan term, with shorter terms receiving a lower 
risk weight. 

An alternative option could be offered that would allow an institution to base the risk 
weight on the credit score or debt-to-income ratio of a principal shareholder that 
guarantees the loan. Again, multiple buckets should be offered based on the results of the 
credit assessment. 

We believe that the definition of small business loan should be changed to include those 
loans under $2 million on a consolidated basis to a single borrower. This would be 
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consistent with the clear definition of “small business loan” provided in the OTS lending 
and investment regulations. 

Any approach that would revise the risk weights for small business loans should be 
optional to the institution. Only those institutions wishing to incur the burden of 
collecting, updating and reporting relevant information in exchange for more risk- 
sensitive capital requirements should have to incur any increase in burden. Some 
institutions may find that maintaining and reporting data on loan terms for small business 
loans may not warrant the requirement to maintain, update and report on collateral value 
and LTV ratios. Other institutions may find it less burdensome to rely on a guaranteeing 
shareholder’s credit assessment. It is better to provide as much flexibility as possible 
without over-taxing the resources of the institutions or the agencies. 

Use of External Credit Ratings 

The agencies propose allowing institutions to assign risk weights for certain assets by 
relying on external credit ratings publicly issued by a recognized rating agency. For 
example, a commercial loan to a company with the highest investment grade rating would 
have a 20 percent risk weight, while the lowest investment grade rating would receive a 
risk weight of 75 percent. Exposures with ratings below investment grade could receive 
a capital charge up to 350 percent. The agencies would retain the ability to override the 
use of certain ratings, either on a case-by-case basis or through broader supervisory 
policy. 

We do not support the use of external credit ratings in determining the risk of commercial 
loans without some comparable method for determining the risk of unrated companies. 
Ratings are designed to measure the likelihood of default, but not the likelihood of a loss. 
The rating also does not reflect the fact that an institution may have purchased the loan at 
a discount. Many community bank commercial loans are made to businesses that are not 
assigned credit ratings, but are good credit risks with low probability of default. It would 
be unfortunate if capital requirements discouraged lending to very strong companies who 
help create jobs in the community simply because the company is not rated by a 
recognized rating agency. We support capital requirements for commercial loans that are 
simple, encourage approval of loans to creditworthy, unrated businesses, and avoid any 
competitive disadvantage to the community banks that make most of their commercial 
loans to unrated companies. 

We would support recognizing additional types of collateral and slotting these loans into 
risk buckets based on LTV ratios to differentiate the risk of commercial loans. There are 
objective sources available to calculate value for collateral such as real estate and 
equipment. Financial collateral, such as certificates of deposit held at other institutions, 
also could be considered. 
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Short Term Commitments 

There currently are no risk-based capital requirements for commitments lasting less than 
one year. For commitments greater than one year, the commitment is converted to an on- 
balance sheet credit equivalent using a 50 percent credit conversion factor (“CCF”). 

The agencies are considering applying a 10 percent CCF for short-term (less than one 
year) commitments, with the amount then risk-weighted according to the underlying 
asset. This would not apply to commitments that are unconditionally cancelable at any 
time or that effectively provide for automatic cancellation based on credit deterioration. 
An alternative suggestion is to apply a CCF of 20 percent to all commitments, whether 
short or long term. 

We believe the substantial cliff effect that occurs with short-term commitments should be 
removed by applying a CCF of 20 percent to all commitments regardless of term. 
Commitments that are unconditionally cancelable at any time or that effectively provide 
for automatic cancellation should have a CCF of zero. 

Past-Due Loans 

The agencies are considering assigning higher risk weights to exposures that are 90 days 
or more past due and those on nonaccrual. The amount at risk, however, would be 
reduced by any reserves directly allocated to cover potential losses on the past-due 
exposure. 

We do not support this approach. Current regulatory requirements provide that 
depository institutions set aside reserves and take other steps to mitigate the risk of these 
loans and their impact on the institution. The proposal does not take into account the 
improvements to risk management systems developed by lenders that call for quick 
intervention to resolve payment issues. Finally, automatic upward adjustments for past 
due loans do not take into account LTV ratios or other relevant risk drivers that could 
reduce the amount of loss upon default. 

Use of Collateral and Guarantees to Mitigate Risk 

The agencies propose to allow greater use of collateral and guarantees to reduce the 
capital requirements for exposures. Currently, the only collateral recognized in the 
capital rules is cash and certain government, government agency and government- 
sponsored enterprise securities. The list of recognized collateral would be expanded to 
include short- or long-term debt securities that are externally rated by a recognized rating 
agency. Portions of exposures collateralized by these instruments would be assigned to 
risk-weight categories according to the risk weight of the instrument. To recognize more 
types of collateral, an institution would need a collateral management system in place that 
tracks collateral and can readily determine its value. 
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The agencies also are considering increasing the types of recognized guarantors. The list 
would be expanded to include entities whose long-tenn senior debt has been assigned an 
external credit rating of at least investment grade. We believe that any expansion of the 
types of eligible collateral and the use of guarantees could be useful, but this should be 
optional, as some institutions may find tracking of collateral and the management of 
guarantees to be overly burdensome and unjustifiable. Also, the institutions that would 
benefit from such a change are those that take externally rated collateral or get guarantees 
from rated organizations. Many community banks do not take collateral in the form of 
rated securities. Also, although many of our members get personal guarantees for small 
business loans and commercial loans, these guarantees are from individual shareholders 
and not guarantors with externally rated long-term senior debt. We do not believe that 
allowing the use of extemally rated debt securities and guarantors in order to get more 
risk-sensitive capital requirements will change the behavior of community banks with 
regard to how they underwrite and collateralize small business and commercial loans. 

As discussed above, we think the types of recognized collateral should be expanded to 
include other items types of collateral that are used to secure commercial loans and that 
have objective sources of valuation. This would include real estate and industrial 
equipment as well as financial collateral such as certificates of deposit held at other 
institutions. 

Leverage Ratio 

The regulators propose to keep the leverage ratio requirement in place for both Basel I 
and Basel 11 institutions. We believe that a regulatory capital floor must remain in place 
to mitigate the imprecision inherent in the internal ratings-based system to be used by 
Basel It banks and to provide a safeguard for Basel I banks. However, the precise level 
of the leverage requirement should be open for discussion, so that consideration might be 
given to allow institutions that comply with Basel II and Basel I-A to more fully achieve 
the benefits of more risk-sensitive capital requirements. 

Risk Modeling Approach 

We would like the agencies to consider establishing a simple risk modeling system for 
use by community banks, much like the OTS developed for interest rate risk modeling 
used by savings associations. The modeling approach could establish capital levels that 
more clearly reflect each institution’s actual risk levels without adding the significant 
costs of implementing the more sophisticated approaches in Basel II. An alternative 
might be a private industry approach whereby third party vendors could develop 
simplified internal ratings-based systems subject to regulatory review. This would give 
smaller institutions the proper incentive to improve their risk management and 
measurement systems, notwithstanding the fact that they do not possess the expertise to 
develop such systems internally. If such an approach is not deemed to be practical for all 
asset categories, it could at least be considered for commercial loans. Such a modeling 
approach could be based on similar ratings systems established by private, third-party 
firms that are readily available for business loans. 
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Other Issues 

We support the use of more risk weight categories and the ability to more accurately 
differentiate among all balance sheet assets, not just those mentioned in the ANPR. For 
example, certificates of deposit of less than $100,000 held in insured depository 
institutions and similar correspondent bank deposits should receive a zero risk weighting, 
rather than the current 20 percent. Land and buildings could get lower risk weights based 
on appraised and net book value. Accrued interest on loans could be slotted in the same 
bucket as the loan itself. 

We believe that institutions that prefer to remain on Basel 1, without additional changes, 
should be permitted to do so regardless of size. There are some institutions that do not 
see the need, either from a management and operational perspective or a competitive 
perspective, to have more risk-sensitive capital requirements. For these institutions, the 
choice to avoid any regulatory burden associated with changes to the capital requirements 
should be respected. We see no reason why this choice should be limited to institutions 
of a particular size. Regulators are accustomed to supervising compliance with current 
Basel I. To the extent a significant number of institutions choose to remain subject to 
Basel I without change, this could also reduce the burden on the regulatory agencies. 

We also believe that institutions should be afforded some flexibility in the approach used 
to obtain more risk-sensitive capital requirements. For many of our members, the ability 
to have more risk-sensitive capital requirements only for residential loans would be 
sufficient to mitigate any competitive disadvantage they would face with regard to Basel 
II banks. Some institutions may be interested in more risk-sensitive capital requirements 
only if is comes without significant burdens to compliance. Other institutions are willing 
to spend significantly more initial resources in order to attain capital requirements that 
can be even more closely associated with risk. For instance, some of our members may 
be satisfied with weighting the risk of their mortgages solely by LTV ratios, while others 
may be willing to incur greater burden by also taking into account credit scores or debt- 
to-income ratios. We believe that the more flexibility that can be provided, without 
unduly burdening the regulatory agencies, the better it is for the industry. 

The agencies also should consider whether the creation of a risk-sensitive Basel 1-A 
could be applied to the entire industry, rather than single out some of the largest banks for 
compliance with Basel 11. In light of the implementation issues that have arisen with 
Basel II, and ongoing concern about the use of sophisticated internal ratings-based 
models in the advanced approach to determine capital requirements, one overall 
framework may be a more useful and appropriate approach. At a minimum, we believe 
that Basel II banks should be allowed to utilize the Basel I-A model as a floor during the 
three-year implementation phase of Basel II. 

Our members understand that in order to get the benefit of more risk-sensitive capital 
requirements, they will have to provide more information to the agencies on Call and 
Thrift Financial Reports. However, we believe that the changes made to the reports 
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should be limited to those necessary for the agencies to adequately supervise compliance 
with the capital requirements. We also believe that it is important to give institutions 
choices, so that they can decide to adopt only certain changes to capital requirements in 
order to keep their reporting burden in check. 

ACB appreciates the opportunity to provide this comment letter and intends to remain 
engaged on this important matter. If you have any questions, please contact the 
undersigned at (202) 857-5088 or via e-mail at rdavis@acbankers.org . or Sharon 
Lachman at (202) 857-3 1 86 or via e-mail at slachman@acbankers.org . 

Sincerely, 

Robert R. Davis 

Executive Vice President and 

Managing Director, Government Relations 
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Mr. Chairman, Senator Sarbanes, members of the Committee, it is a 
distinct privilege to appear before you today to discuss the future direction 
and implications of the proposed Basel II capital accord currently under 
consideration by U.S. regulators and those in other major countries. 

Nearly a decade in the making, at a cost measured in billions of dollars, 
the Basel II capital regime proposed by regulators for the largest banks in the 
world has been mired in policy and political debates. Fortunately, an end is in 
sight - we have a clear opportunity to remove Basel II from the quagmire. 

The original premise behind Basel II was that risk management at the 
largest, most complex banks could be improved by developing mathematical 
capital models, while broadly maintaining the overall level of capital. The 
models - incomprehensible to mere mortals, such as boards of directors and 
senior managements of the banks - would measure the risks in these 
institutions and assign capital to cover those risks. 

This original premise was somehow transformed into an expectation 
that large banks would be offered the carrot of reduced capital in exchange 
for developing the models. Let’s pause right here . . . and think about the 
proposition that the largest banks have excess capital and should be allowed to 
reduce their capital materially. 
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Does anyone really believe in that notion - particularly anyone who 
lived through the two decades in banking from 1973 to 1993? Thousands of 
banks and thrifts failed during that period - many more, including most of 
the largest banks, would have failed but for very strong and costly actions 
taken by the Federal Deposit Insurance Corporation and the Federal Reserve 
to maintain order. It was a very scary period that nearly careened out of 
control. 

For any regulator to accept the premise that the world’s largest hanks, as a 
group, have significant excess capital is unfathomable to me. Yet, that is the 
glue holding Basel II together. 

Fortunately, a degree of sanity is now being restored to the Basel II 
process. U.S. regulators, unlike their foreign counterparts, wisely imposed on 
Basel I a floor on capital (known as the “leverage ratio”). They decided a year 
or so ago to apply that same ratio to Basel II. This limits the ability to 
rationalize large reductions in capital through modeling. 

More recently, U.S. regulators amended the Basel II proposal to limit 
the percentage capital reduction that could occur in the Basel II banks, 
individually and as a group. 

In July, four Basel II banks (JP Morgan/Chase, CitiGroup, Wachovia, 
and Washington Mutual) sent a letter to regulators requesting that U.S. 
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banks, like their foreign counterparts, be allowed to use the “standardized” 
approach to Basel II instead of being required to adopt the “advanced 
modeling” approach. 

The standardized approach to Basel II is similar to Basel I in that it 
places various types of risks in buckets and assigns risk weightings to each 
bucket (Basel II has more buckets than Basel I). The standardized approach 
is vastly superior to the advanced modeling approach: 

• The standardized approach is much less expensive to implement 
and maintain. I have met with a number of the Basel II banks 
and understand that they have each spent between $100 million 
and $300 million in an attempt to build advanced models under 
Basel II. The banks I have spoken with believe their current 
systems for identifying, managing, and pricing risks are superior 
to the advanced approach. 

• The standardized approach does not purport to deliver more 
reliability than can be delivered, while the advanced approach 
conveys a false sense of security and reliability. Among other 
things, large banks do not have detailed loss data going back as 
much as ten years, which means they do not have data for any 
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period in which we have experienced serious economic and 
banking problems. 

• The standardized approach is less intrusive than the advanced 
approach and wilt allow the banks more flexibility to manage 
themselves. Models are important to large banks in managing 
and pricing risks. They are a management tool and are very 
poorly suited for use in setting regulatory capital standards. 
Banks need the ability to make continuous adjustments in their 
models and can’t wait for a regulatory committee to decide what 
changes are appropriate. 

• The standardized approach is more transparent and much easier 
for all of the important users of the information to understand, 
including boards of directors, senior managements, customers, 
investors, analysts, regulators, and the media. 

• The standardized approach will produce a smaller disparity in 
capital requirements between large and small banks. Moreover, it 
will allow Basel II banks in the U.S. to be treated in the same 
fashion as Basel II banks in other countries, which are not 
required to use the advanced modeling approach. 
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We have already experienced a great deal of consolidation in the U.S. 
banking industry, with the 25 largest banking companies now controlling 
some 70% of the nation’s banking assets. I am convinced that creating a large 
disparity in capital standards between the large and small banks will lead to 
increased consolidation, leaving fewer banking choices for smaller businesses. 
Further consolidation in banking is inevitable, but it ought to be driven by 
market forces not by capital rules that favor larger banks. 

It is argued that large banks from other countries will have a 
competitive advantage unless U.S. banks are allowed to use the advanced 
modeling approach free of limitations on reductions in their capital. 1 don’t 
buy that argument. 

The fact is that U.S. banks are by far the best capitalized and most 
profitable banks in the world. They do a great job of meeting the credit needs 
of businesses and individuals and are a major reason the U.S. has the 
strongest economy in the world. 

Other countries should emulate the U.S. system, not the other way around. 
The U.S. should urge other countries to impose minimum capital standards on 
their banks rather than enabling U.S. banks to lower their capital to unsafe 
levels. 
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Nearly every professional bank supervisor with whom I have spoken 
believes the advanced approach under Basel II is fundamentally flawed. 
Every major industry trade group has requested that the standardized 
approach be made available as an option. Congressional leaders on both sides 
of the aisle in the Senate and House clearly have grave reservations about the 
advanced approach under Basel II. 

As noted, four of the Basel II banks have asked publicly that they be 
given the option of selecting the standardized approach. I believe many of the 
remaining Basel II banks feel the same way, although most are reluctant to 
speak out due to their concerns about regulatory reactions. 

I said at the outset that an end to the Basel II ordeal is in sight. U.S. 
regulators should follow the path established by the Basel Committee and 
authorize U.S. banks to use the standardized approach. 

The standardized approach will reduce the unnecessary complexity of 
Basel II and make it more understandable and transparent to all concerned. 
It will reduce greatly the cost of implementing and maintaining the system. 
Bank managements will retain the flexibility they need to change their 
internal systems for managing and pricing risks without first having to deal 
with a committee of regulators. Finally, it will reduce the disparity in capital 
requirements between large and small banks. 
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Now that the regulators have placed a number of safeguards around the 
advanced approach under Basel II, I am less concerned than I was about a 
precipitous decline in large bank capital in the U.S. Nonetheless, the 
advanced approach remains fundamentally flawed. Moreover, I worry 
greatly that a few years from now when different regulators are at the helm 
who will not have experienced the banking crisis of the 1980s, they will 
succumb to the pressure to eliminate or ease off on the safeguards. 

I can’t tell you how grateful I am that this committee has taken the time 
to focus on Basel II. This is by far the most important bank regulatory issue 
in front of us today. If we get this one wrong, our nation and taxpayers will 
almost certainly pay a very big price down the line - a price that will make the 
S&L debacle seem like child’s play. 

Let me close by emphasizing once again that no matter what anyone 
tells you to the contrary, it would be a serious mistake to allow our large 
banks, as a group, to reduce their capital materially. The largest banks in the 
world are a lot of things, but overcapitalized is not one of them. 

Thank you. I will be pleased to respond to any questions you might 

have. 
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Mr. Chairman, Senator Sarbanes, I appreciate your invitation to testify today. I am 
currently Professor of Law at Georgetown University Law Center and a non-resident 
Senior Fellow at the Center for American Progress. I teach, among other things, Banking 
Regulation and International Economic Law. At present I am completing work on a book 
about Basel II. As you know, I held several economic policy positions in the Clinton 
Administration, ultimately as Assistant to the President for International Economic 
Policy. I testify today purely in my individual capacity as an academic, with no client 
interests or representation. 

Last November many of us sat in this same room considering essentially the same 
issues we are discussing today. We questioned the reliability of the Advanced Internal 
Ratings (A-IRB) approach as a method for setting regulatory capital levels. We stated 
concern at the prospect of significantly reduced capital levels under that approach. We 
expressed skepticism that banks adopting the approach could be adequately monitored by 
supervisors, and that adequate oversight of the supervisors of A-IRB banks was feasible 
given how opaque the whole process would be. 
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Today it is appropriate to assess where progress has been made in the last ten 
months and, just as importantly, where it has not been made. As has been true 
throughout the Basel II process, the details of this saga can be arcane. But we should 
make no mistake about what is at stake here - the basic soundness of our banking system 
in an era of massive capital flows, highly complex banking institutions, and constant 
financial innovation. 

The bottom line is that the big questions about the advisability of the A-IRB 
approach in Basel II have not been answered satisfactorily: 

• The banking agencies have yet to demonstrate they can predict w'hat the 
impact of the A-IRB approach will be on bank capital and on competition 
among U.S. banks adhering to different capital methodologies. 

• Distinguished academic economists - of all political persuasions, I might 
note - continue to question the veiy foundations of the A-IRB approach. 

• The implementation of the A-IRB approach in individual banks will 
necessarily be highly opaque to anyone outside the bank, with the possible 
exception of a team of unusually expert regulators dedicated to that bank 
alone. 

• The whole approach is a monitoring nightmare - from the difficulty in 
monitoring how the banks are implementing A-IRB, to the near 
impossibility of public and Congressional monitoring of how well the 
regulators are doing their job under A-IRB, to the enormous challenge for 
U.S. regulators in determining how successfully their foreign counterparts 
are in administering this enormously complex approach to capital 
regulation. 

• There is no plausible plan for reaching international agreement on the 
nearly continuous revisions of A-IRB that will be necessary if it is to 
satisfy its stated aim of utilizing state-of-the-art risk assessment techniques 
in calculating minimum regulatory capital. 

Thus, just as was the case last November, it would not be prudent regulatory 
policy to rely on this approach to set regulatory capital requirements. Indeed, it has 
become increasingly clear that the A-IRB approach is fundamentally flawed. 

However, despite my misgivings about the path on which Basel II could put bank 
regulation in the United States, I do not think we can or should delay action indefinitely. 
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The challenge is how to move forward without endangering regulator}' capital levels, 
imposing large unproductive compliance costs on banks, or ignoring the international 
arrangement into which the banking agencies have entered. Fortunately, there have been 
two significant positive developments address this challenge. 

First, the four federal banking regulators have, in their Notice of Proposed 
Rulemaking (NPR) for implementing Basel II in the United States, recognized the 
potential risk posed to capital levels by the A-IRB approach. This recognition is 
evidenced by their inclusion of a series of floors limiting how much minimum capital 
levels can fall for banks adopting this approach. 

Second, four of the largest U.S. banks have recently suggested a sensible way to 
move forward in implementing Basel II. They propose permitting U.S. banks to choose 
among all three Basel 11 methodologies, rather than requiring our largest banks to adopt 
the A-IRB approach, as has been the stated intention of the banking agencies to date. 
Coupled with the floors on capital reductions under A-IRB, making this option available 
would protect capital levels while allowing banks that so choose to avoid assuming 
substantial compliance costs for a methodology that may ultimately prove unworkable. 

In the balance of my testimony 1 will first review the key aspects of the current, 
somewhat dispiriting situation. Next I will elaborate on the steps I believe the federal 
banking agencies should take to move forward, including accepting the proposal of the 
four banks. Finally, I will suggest how, with this provisional solution in place, our 
regulators and industry might proceed towards a satisfactory longer-term regulatory 
capital regime. 
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The Current Situation 

This hearing is certainly not the place to recount the long and tangled history of 
Basel II. However, certain elements of that history shed light on the circumstances in 
which we find ourselves today. 

First, it is important to note that, as a group, large banks were not proponents of 
the A-IRB approach to capital regulation. At the outset of the Basel 11 process, in 1998, 
many large banks had urged the Basel Committee to allow them to use their internal 
credit risk models as the basis for determining minimum capital levels. The Committee 
quite properly rejected that approach, citing problems with data reliability and model 
validation. Instead, it began what turned out to be a long, painful process to develop 
what is, in effect, a new credit risk model - but one created from scratch by the banking 
supervisors, to be imposed on banks. 

The Committee appeared to regard the internal-ratings based approach as a 
compromise that would utilize the internal credit ratings systems of banks to calibrate 
exposure risks more precisely than the rather blunt Basel I categories, while keeping 
under the control of the Committee the formulas by which capital requirements would be 
generated from the banks’ risk ratings. While banks did not reject this approach outright, 
many criticized - often severely - the specifics of each Committee proposal. There was 
definitely merit in some, though by no means all, of these complaints. For three years, 
the Committee was largely on the defensive, responding to criticisms by making 
numerous modifications -- some of them major - in its proposal. 

Second, the attitude of large banks towards the A-IRB approach seems to have 
changed only as it became likely that the nearly continuous revisions to this proposal in 
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response to industry complaints would result in sizeable reductions in minimum capital 
requirements. Although the banks certainly never stated their position as such, I inferred 
their view to be that the A-IRB approach might not be a very good way to assess risk, but 
they were willing to adopt this methodology if it would reduce their capital requirements 
substantially. This, of course, is exactly what the later Quantitative Impact Studies 
suggested would happen. 

This observation about the banks’ position should be neither surprising nor read 
as a criticism of the banks themselves. It is understandable that banks would seek to 
minimize their regulator}' obligations in pursuit of higher profits. The problem, of 
course, is that banks are not like most companies. Because of deposit insurance and 
market perceptions that the Federal Reserve will rescue large banks that encounter 
serious financial difficulties, American taxpayers actually bear some of the risk that 
banks themselves assume. That is one of the principal reasons why we have capital 
regulation in the first place, and that is why the protection of regulatory capital 
minimums is so important. 

Third, as already mentioned, the four federal banking agencies have responded to 
the prospect of significant declines in minimum capital under A-IRB by proposing 
stronger safeguards in their recently approved NPR. At this Committee’s November 
2005 hearing, the regulators reiterated their previously announced intention to limit the 
amount by which the regulatory capital of any A-IRB bank could decline during its first 
three years under the new methodology. They further offered the rather vague signal 
that, at the end of the three-year transition period, the primary federal regulator would 
decide whether or not the final (lowest) transitional floor should be retained. 
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In their recent NPR, the federal banking agencies have proposed three safeguards: 
(1) As they suggested last year, the agencies propose a transition floor for each bank in its 
first three years under A-IRB of 95%, 90%, and then 85% of the amount of capital that 
would be required under “general” capital rules.' (2) The agencies also commit to modify 
the A-IRB framework if the aggregate capital of banks covered by this framework 
decline by more than 10%. This is considerably firmer safeguard than their previously 
stated intentions. (3) Finally, the agencies have strongly stated their intention to retain 
the leverage ratio requirement and other prudential safeguards as “critical for the 
preservation of a safe and sound regulatory framework.” 

In proposing these safeguards, the agencies have referred explicitly to the 
uncertainty surrounding the impact that the A-IRB approach will have on minimum 
capital requirements. Significantly, the agencies also invoked in the NPR the original 
stated aim of the Basel Committee to maintain the overall level of risk-based capital 
requirements. 

Fourth, the attitude of most large banks (that is to say, those which would 
presumptively be required to adopt the A-IRB approach) has again shifted since a draft of 
the NPR began circulating last spring. The capital safeguards proposed by the banking 
agencies will, by definition, limit the extent to which the regulatory capital requirements 
of large banks can decline. Now the banks face a dilemma. Their expectations for large 
declines in regulatory capital requirements have been dashed. But, under the terras of the 
NPR as circulated last spring, they will still be required to adopt A-lRB. This 

' The NPR’s reference to “general” capital rules is apparently intended to refer to the rules that will be 
applicable to U.S. non-A-lRB banks as of the time the A-IRB approach is adopted by a bank. Today those 
rules would be existing capital rules. By the time of implementation, those rules may have been changed 
under the so-called Basel lA initiative of the federal banking agencies. 
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methodology will require them to expend substantial resources in creating and 
maintaining the elaborate systems required to implement this approach. 

A-IRB is a credit risk model created by the supendsors. It is not tailored to a 
bank’s particular mix of business, to its own portfolio, or to its own propensity to 
regularly enhance its internal credit risk model with state-of-the-art innovations. Thus 
our largest and most sophisticated banks will continue to use their own credit risk 
models. They will operate parallel credit risk modeling systems - one for business 
purposes, and the other for regulatory purposes. Accordingly, the banks will have to 
expend substantial additional resources on the A-IRB system, but without getting the 
benefits of large capital reductions they had anticipated. 

Confronted with this situation, a number of large banks have had a dual response. 
First, in prior testimony and in other venues, they have urged removal of the safeguards 
for A-IRB imposed by the banking agencies in the NPR.^ Second, in a letter to the 
banking agencies, four banks have requested the banking agencies to reverse their 
decision of several years ago that only the A-IRB portion of Basel II will be available to 
U.S. banks (and required for the largest banks). Instead, they suggest that all three of the 
Basel II methodologies - which, most importantly, include the standardized approach - 
be available for adoption by any bank. The banks’ request to remove the A-IRB capital 
safeguards should be strongly resisted, but their proposal to make all the Basel II 
methodologies available to any bank has great merit and should be implemented. 


^ They have also requested a number of other changes in the implementation of the A-IRB as proposed in 
the NPR. It appears as though their general position is that U.S. banking agencies should not impose any 
requirements more rigorous than those included in the Basel II Revised Framework itself. 
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Sensible Steps for Moving Forward 

Building on the banks’ proposal to allow a choice between the standardized and 
IRB approaches, here are four steps I would recommend to break the logjam that has 
developed from the combination of concerns about capital levels, cost, and competition. 
The banking agencies should: 

1 . Permit internationally active U.S. banks to select between the A-IRB and 
standardized approaches of Basel 11;^ 

2. Retain the NPR capital safeguards for any banks that elect the A-IRB approach; 

3. Use their supervisory powers to require banks to adopt and maintain internal risk 
assessment and management techniques appropriate to their size and activities; 
and 

4. Explore and pursue more viable approaches to capital regulation, both at home 
and within the Basel arrangements. 

Allow the Standardized Approach: This proposal of the four large banks has been 
gathering support since they put it forward during the summer. Groups with rather 
different perspectives, including the American Bankers Association and the Conference 
of State Banking Supervisors, have now endorsed their proposal. 

Permitting large U.S. banks to adopt the standardized approach resolves the clash 
of interests and goals discussed earlier. All indications I have seen are that the 
standardized approach would not produce major declines in capital levels, either within 
individual banks or in the aggregate. At the same time, bank compliance costs would not 
be anywhere near the order of magnitude of costs associated with the A-IRB 
methodology. Thus capital levels can be protected while not forcing banks to expend 


^ The four banks specifically proposed allowing banks to choose among all three of the Basel II 
methodologies. However, the third methodology - the “foundational” IRB approach - has not to date been 
the subject of any planning for implementation by either banks or the banking agencies. Because it 
involves many of the same considerations as A-IRB, it cannot be implemented without substantial study 
and guidance. Both the banks and the agencies are better advised to spend their time developing guidelines 
and plans for adopting the standardized approach and continuing work on the A-IRB approach if they so 
choose. 
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large sums that neither assist them in their business assessments of risk nor yield them 
big capital reductions. 

Adoption by large banks of the standardized approach would have other virtues. 

It is worth noting that the standardized approach does reflect some improvements from 
the Basel I rules, notably in the expansion in the number of risk-weighting categories and 
the use of external credit ratings to differentiate among the creditworthiness of debtors of 
the same type (i.e., corporations or sovereigns). It would also allay the concerns of non- 
A-IRB banks that the differential capital rules would give the A-IRB banks a systematic 
advantage in the amount of capital set-asides required for certain classes of loans. 

Finally, it will allow the United States to implement, without further delay, the Basel II 
Revised Framework, albeit in a somewhat different way than most had anticipated. 

Retain the NPR Capital Safeguards : It is of course true that, if the standardized 
approach becomes an option, retention of the NPR capital safeguards will make bank 
adoption of the A-IRB methodology less likely. Frankly, that is probably a desirable 
outcome for a host of reasons. In any case, the safeguards should remain. No one, 
certainly no one in the banking agencies, has provided a rationale for why the capital 
requirements of our largest banks should be significantly reduced. 

It is no answer to say that the A-IRB formulas indicate that capita! levels could be 
lower. The Basel Committee regulators, after all, made up the formulas. While credit 
risk modeling can be helpful in calculating the relative risk associated with particular 
bank exposures, it cannot answer the ultimate question of how high minimum capital 
levels should be. This determination is not a mathematical computation. It necessarily 
involves a judgment on the optimal trade-ofT between the benefits of making more bank 
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resources available for investment in productive activities and the costs that will be borne 
by taxpayers and the economy if banks fail or are rescued through injection of public 
resources. 

Another response to the banking agencies’ proposal for capital safeguards under 
A-IRB has been that the competitiveness of U.S. banks will be adversely affected if large 
banks from other countries are able to operate under the A-IRB rules without these 
safeguards. The concern appears to be that the required (and actual) capital levels of 
foreign banks will decline dramatically, and the resulting lower effective cost of capital 
will allow those banks to extend credit in international markets at lower interest rates than 
U.S. banks could profitably offer. 

I certainly do not dismiss competitiveness concerns out of hand. As with so much 
else surrounding Basel II, we cannot say with assurance what will happen. Indeed, the 
entire Basel exercise has come to look disconcertingly like a leap into the unknown. 
However, I would make two observations on the competitiveness point. 

First, despite the pervasiveness of competitive equality concerns in international 
capital negotiations, the nature of the relationship between capital requirements and 
competitiveness is complicated. Today our banks are among both the best capitalized 
and the most profitable in the world. Higher capital levels signal strength to 
counterparties, which may then be willing to extend funds at lower risk premiums. 
Moreover, although academic studies on competitiveness and capital requirements are far 
from definitive, some work that has been done suggests that national differences in tax, 
accounting, and other regulatory measures outweigh any leveling achieved by 
harmonized minimum capital standards. 
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Second, we do not yet know how Basel II will be administered in other Basel 
Committee countries - yet another of the significant unanswered questions surrounding 
the whole process. But if some competitiveness problem does arise because of lax 
implementation of A-IRB abroad, the solution is not to engage in a matching reduction of 
regulatory capital. The end result of a fragile international banking system in w'hich 
everyone is similarly undercapitalized is hardly desirable. We should not become captive 
to the flaws of the A-IRB approach. The solution instead is to return to the Basel 
Committee with proposals for fair, effective, and cost-efficient capital requirements that 
will apply to all internationally active banks. I shall have more to say on this subject in a 
moment. 

Exercise Supervisory Powers to Assure Aypropriate Capital Levels and Risk 
Manaeement. Minimum capital requirements are not, and should not be, the only means 
by which regulators assure that bank capital levels are appropriately high. Nor are they, 
or ought they to be, the principal means of risk management. Often lost in the discussion 
of the minimum capital levels of Basel II are Pillars 2 and 3 of the Revised Framework, 
which deal with supervision and market discipline, respectively. The United States 
already has perhaps the strongest tradition in the world of bank supervision — by which I 
mean a non-rules-based interaction by supervisors with banks to understand their risks 
and direct them to take appropriate prophylactic or remedial measures. 

Some U.S. banking officials have rightly expressed concern that large, complex 
banking organizations have systems in place that will allow them to recognize and 
provide for the risks they actually face, as well as to provide supervisors with an accurate 
picture of the bank’s risk profile. They are correct that no relatively simple set of 
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minimum capital rules will account for all such risks. But, of course, neither will the 
flawed A-IRB approach. Indeed, that approach would require large compliance 
expenditures that could better be spent on risk-management systems tailored to the 
circumstances of each bank. 

If large U.S, banks choose to adopt the standardized approach to minimum capital 
requirements under Basel II, there is nothing to prevent their primary federal regulators 
from requiring those banks to establish and maintain sophisticated internal credit risk 
modeling systems. To the contrary, I would encourage them to do just that. 

This initiative would be a natural extension of existing U.S. supervisory practice 
and the principles enunciated in Pillar 2, but in a way that converges more closely with 
expenditures and practices that banks will undertake for business reasons in any case. It 
would also build on the progress that both banks and supervisors say has been made in 
credit risk systems as a result of work prompted by the Basel II process. Supervision by 
banking agencies can promote further improvement of those systems and facilitate 
suitable supervisory responses, but without the skewed incentives that are created when a 
bank’s internal system becomes the basis for determining its minimum capital levels. 

Pursue Alternatives to Basel 11 . The last thing many Basel Committee members 
want to do is return to negotiations over international capital standards. Understandable 
as that sentiment may be, I would nonetheless urge our banking agencies to use the 
breathing space created by adoption and implementing regulations for Basel II to pursue 
alternatives, both domestically and internationally. The problems with the A-IRB 
approach more than Justify this response. At this juncture, the most promising approach 
may be a relatively simple international minimum capital rule, accompanied by 
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complementary domestic measures for achieving appropriate bank risk management and 
by enhanced international cooperation in supervising complex multinational banks. 

Specifically, I would suggest that the banking agencies raise with the Basel 
Committee the idea of an international minimum leverage ratio. As you know, the U.S. 
leverage ratio requirement is unusual within international banking regulation. On the one 
hand, as a very simple rale, it cannot be relied on to counteract some of the complicated 
risks assumed by modem banking organizations. Indeed, it does not even purport to be 
risk-weighted. But, because of its very simplicity, it is far more transparent in its 
application, and far less easy to manipulate than more complex regulatory capital 
requirements. It can sers'c, as it does today in the United States, as a useful warning sign 
to regulators and markets. Its application could be fairly easily monitored, domestically 
and internationally.'* It would, in short, be a straightforward, uniformly applied minimum 
capital standard. 

The current U.S. leverage ratio does not take off-balance-sheet assets into account 
and thus should be modified before adoption as an international rule. Other changes 
might also be worthwhile. But the goal would remain a simple rule. 

This would not, and could not, be the extent of capital regulation and oversight, 
either domestically or internationally. I have already suggested one potential 
complementary mechanism for large, complex banking organizations. Additional 
supervisory measures could also be developed. It is possible that, over time, some form 
of an A-IRB or internal credit models approach would itself be a feasible complement. 
Market discipline might more readily be harnessed to promote regulatory ends. My aim 

"* The question of what should count as bank capital, whatever capital ratios apply, remains an important 
one that has been ignored in Basel !I. 
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here is not to lay out the results of the international consultative process, but to urge that 
it be recommenced, with a view to a negotiated arrangement at some later date. 

Conclusion 

When I began my academic work on Basel II, I was principally interested in some 
of the unique features of the Basel Committee as an international arrangement. Yet the 
more I studied it, the more concerned I became that the A-IRB methodology was neither 
a good approach to domestic regulation of large banks nor a good basis for an 
international banking arrangement. We could reconvene here each fall for the rest of the 
decade and, I suspect, our concerns and uncertainties would remain. 

But this is not an academic exercise. Our supervisors must regulate and our banks 
must be allowed to get on with the business of banking. We cannot turn back the clock 
and start over. 

The proposal offered by the four large banks to permit a choice between the 
standardized and internal-ratings based approaches to Basel II is the best suggestion I 
have heard for moving the process forward without endangering our healthy and 
profitable banking system. We should not allow regulatory capital levels to fall 
significantly - hence the need for capital safeguards. At the same time, we should not 
force banks to spend large sums on ultimately unhelpful regulatory requirements. 

I cannot endorse the additional request by some banks to remove the capital 
safeguards in the banking agencies’ Notice of Proposed Rulemaking. However, I believe 
that there is, despite recent appearances to the contrary, substantial room for a 
convergence of positions on a long-term approach to capital regulation. Adoption of the 
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four-part plan of action I have put forward here would not only break the immediate 
impasse; it would also, 1 hope, create some momentum towards that longer-term solution. 

Thank you for your attention. 1 would be pleased to answer any questions you 
might have. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM JOHN C. DUGAN 

Q.l.a. Your agency had previously decided that Basel II banks 
would be allowed to use only the Advanced Approach. Why did 
your agency originally decide not to allow banks to use the Stand- 
ardized approach? 

A.l.a. In the United States, the Agencies chose not to subject all 
US. banks to Basel II, but instead to focus on only the largest and 
most internationally active banks. There were four primary reasons 
for not subjecting all U.S. banks to mandatory application of Basel 
II, which by definition was designed for applicability to internation- 
ally active banks. First, a very large number of U.S. banks, particu- 
larly smaller institutions, maintain capital well above any regu- 
latory minimums or PCA requirements, and changes to risk-based 
capital rules for these institutions impose a regulatory burden in 
exchange for very little, if any, supervisory benefit. We have heard 
this message repeatedly from the industry in response to earlier 
regulatory capital proposals. Second, in our assessment, Basel IPs 
Standardized Approach for credit risk offers only marginal im- 
provements in risk sensitivity. Perhaps the most significant im- 
provement in the Standardized Approach is the introduction of 
rules to capture the risks of securitizations, which is notably absent 
from the 1988 Accord, but which the United States has had in 
place for many years. Consequently, the relative improvement in 
the Standardized Approach versus current rules is much less in the 
United States than in many Basel Committee member countries. 
Third, the Standardized Approach to credit risk was calibrated on 
the premise of an accompanying charge for operational risk. The 
OCC remains strongly opposed to a specific charge for operational 
risk for most U.S. banks, which have neither the ability nor the 
need to measure operational risk under the Advanced Measure- 
ment Approaches. Finally, because some of the changes in Basel II, 
such as charges for securitizations or operational risk, result in 
capital charges where none previously existed in some countries, 
the Basel Committee was under great pressure to make com- 
promises to ease the burden on countries adopting new charges for 
the first time. That resulted in risk weights for some specific expo- 
sure types, such as, for example, retail and small business expo- 
sures, that we believe are inappropriately low. 

In contrast to the simpler approaches of Basel II, the Agencies 
believed that the advanced methodologies — that is, the Advanced 
Internal Ratings Based (AIRB) and Advanced Measurement Ap- 
proach (AMA) — were the most appropriate approaches for calcu- 
lating credit and operational risk capital requirements for the larg- 
est and most complex internationally active U.S. banks. 

We proposed that the largest banks be required to use the Ad- 
vanced Approaches for the following reasons: (1) the Advanced Ap- 
proaches are the most consistent with — although certainly not 
identical to — large bank practices in the areas of risk management 
and risk measurement, and (2) the risks that large banks take war- 
rant the application of more advanced risk measurement and man- 
agement techniques to better ensure the safety and soundness of 
these institutions. 
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Q.l.b. Why have you now decided to re-evaluate this decision? 
A.l.b. Prior to the official U.S. publication of the Basel II notice of 
proposed rulemaking (NPR) the Agencies received comments from 
numerous interested parties requesting additional options for Basel 
II implementation. These requests most often cited competitive eq- 
uity issues, especially in an international context. We have been 
and remain concerned about competitive equity issues raised by the 
implementation of Basel II, and because these unsolicited com- 
ments clearly generated a great deal of interest in the industry, we 
felt it appropriate to specifically solicit a wider range of comment 
on this particular issue. 

Q.l.c. What factors will you consider when deciding whether to 
allow banks to use the Standardized Approach? Given that Fed 
Chairman Ben Bernanke during his last appearance before the 
Banking Committee expressed concerns about whether the Stand- 
ardized Approach is appropriate for large, global banks, is the 
Standardized Approach a realistic alternative for our biggest 
banks? 

A.l.c. Like Chairman Bernanke, we question whether the Stand- 
ardized Approach would be appropriate for the largest and most so- 
phisticated banks. Nonetheless, as noted above, we are open to 
comments on that question. Ultimately, a decision whether or not 
to provide the largest and most sophisticated U.S. banks with the 
option of the Standardized Approach will depend on further anal- 
ysis of the extent to which U.S. banks’ competitors are likely to use 
that approach, and more importantly, whether it can in fact pro- 
vide an appropriate measure of capital adequacy at the most so- 
phisticated banks we supervise. 

Q.2. The Basel II NPR has been criticized by several banks because 
it deviates from the international Basel II accord by imposing floors 
on the amount capital can fall. As a result, some banks maintain 
that the Basel II NPR would not be cost effective for them to adopt. 
A.2. The Basel Committee’s June 2004 publication (the “New Ac- 
cord” or “Basel 11”) includes transitional floors on the amount that 
an individual bank’s minimum required capital can fall in each of 
the first two years of implementation. The U.S. NPR also incor- 
porated temporary floors on the amount capital may fall, with a 
three-year transitional period. In addition to lengthening the tran- 
sitional period by one year, the Agencies modified the floor calcula- 
tion in a way that made the floor a more effective measure than 
the calculation contained in the New Accord. We did so because of 
the safety and soundness concerns that arose as the result of our 
fourth quantitative impact study (QIS-4), where we saw significant 
dispersion and drops in capital requirements. Authorities in several 
other countries do not anticipate similar reductions in required 
capital under Basel II. Because the underlying calculations of the 
Basel II capital requirements are generally not affected by these 
broad, bank-level and system-wide floors, it is not clear how the re- 
moval of the U.S. -specific floors would make the U.S. implementa- 
tion more cost effective (apart from the fact that the level of re- 
quired capital would be decreased). We believe that the underlying 
calculations of the U.S. NPR are entirely consistent with both the 
international implementation of Basel II and with bank risk man- 
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agement practices, and that the U.S. deviations from the Basel II 
Framework reflect a prudent approach to implementation in the 
United States. 

Q.2.a. Do you believe that these concerns about the costs of Basel 
II as set forth in the NPR are justified? 

A.2.a. We believe these concerns may be overstated. They focus 
only on the perceived private “benefit” of a reduction in required 
capital for individual Basel II banks, and ignore other legitimate 
public policy considerations. It may be natural that banks would 
prefer not to incur costs that do not result in a direct benefit to the 
bank or its shareholders. It is also fair to say that some banks be- 
lieve a more risk-sensitive regulatory capital regime should lower 
their capital requirements — in some cases, lower than we will allow 
under Basel II. While we recognize the significant expenditures re- 
quired of banks (and tried to limit these costs by designing Basel 
II requirements to reflect existing risk management systems and 
processes to the extent possible) these costs must be weighed 
against the benefits of greater safety and soundness of the banking 
system, which, by their nature, are much more difficult to quantify. 
Ultimately, decisions about capital regulations cannot be based on 
bank-by-bank evaluations of costs and benefits or “cost effective- 
ness,” since much of the benefit may not accrue to individual 
banks. However, as with all aspects of this proposal, we are inter- 
ested in hearing the views of all interested parties on the cost-ben- 
efit tradeoffs. 

Q.2.b. Could you please give us a comparison of the estimated costs 
to implement Basel II versus the expected benefits of Basel II for 
a typical bank? 

A.2.b. The OCC considered the costs and benefits to implement 
Basel II as part of our regulatory impact analysis. Our analysis of 
the proposed rule identified the following potential benefits, some 
of which accrue to individual banks, others to the banking system 
or to the public more generally. 

1. Better allocation of capital and reduced impact of moral haz- 
ard through a reduction in the scope for regulatory arbitrage. 

2. Improves the capital measure as an indicator of capital ade- 
quacy. 

3. Encourages banking organizations to improve credit risk 
management. 

4. More efficient use of required bank capital. 

5. Incorporates and encourages advances in risk measurement 
and risk management. 

6. Recognizes new developments and accommodates continuing 
innovation in financial products by focusing on risk. 

7. Better aligns capital and operational risk and encourages 
banking organizations to mitigate operational risk. 

8. Provides for enhanced supervisory feedback. 

9. Enhanced disclosure promotes market discipline. 

10. Preserves the benefits of international consistency and co- 
ordination achieved with the 1988 Basel Accord. 
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11. The ability to opt in offers long-term flexibility to nonmanda- 
tory banking organizations. 

As for costs, because banking organizations are constantly devel- 
oping programs and systems to improve how they measure and 
manage risk, it is often difficult to distinguish between expendi- 
tures explicitly caused by adoption of the proposed rule and costs 
that would have occurred irrespective of any new regulation. Nev- 
ertheless, we included several questions related to compliance costs 
in QIS-4. Based on figures supplied by 19 QIS-4 respondents (out 
of 26 total QIS-4 participating banks) that provided estimates of 
their implementation costs, we estimate that organizations will 
spend roughly $42 million on average to adopt the proposed rule. 
We expect to receive additional information on implementation 
costs in the NPR comment process. 

Q.2.C. What impact will the deviations from the international Basel 
II accord have on the global competitiveness of U.S. banks? 

A.2.C. Our intent is to have a regulatory capital framework that 
enhances the safety and soundness of the U.S. banking system 
without compromising its competitiveness, either internationally or 
domestically. Data show that large U.S. banks have more capital 
and are more profitable than their European Union counterparts, 
so it is clear that strong capital positions can be fully consistent 
with strong performance and profitability. We do not believe that 
there is a trade-off between safety and soundness and competitive- 
ness. In particular, we have not yet seen evidence that the absence 
of the option of the Standardized Approach for U.S. mandatory 
Basel II banks will impair their ability to compete with their for- 
eign counterparts. Large U.S. banks and almost all large foreign 
banks would be using the Advanced Approaches. Our under- 
standing is that the largest foreign banks plan on using the Ad- 
vanced Approaches, even though many of them technically have 
the option of using the less sophisticated Standardized Approach. 
While there are certainly differences in how these Advanced Ap- 
proaches are being implemented in the United States, many of 
these differences are temporary. For example, the biggest dif- 
ference is that the U.S. proposal has a limit on the amount that 
capital requirements may drop during the first three years of im- 
plementation. We felt this was needed to ensure that safety and 
soundness is not compromised. There are other technical dif- 
ferences as well, and we will use the comment process to further 
evaluate these. 

While harmonization of regulatory capital rules will advance the 
goal of a level playing field, there are limits to how much consist- 
ency we can achieve on an international basis due to differences in 
accounting regimes and significant differences in the process of 
bank supervision. However, even with existing differences, includ- 
ing difference in capital requirements, U.S. banks are extremely 
competitive internationally. 

Q.3. Are banks presently over-capitalized? Please explain how you 
arrive at your conclusion. 

A.3. We do not believe that the U.S. banking system is overcapital- 
ized. Various independent indicators of bank soundness — such as 
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bank failure rates, external ratings of debt issued by banking insti- 
tutions, and credit spreads on bank debt — are reasonably aligned 
with historical norms for the U.S.; they are neither especially high 
nor especially low. These indicators suggest that, at least in very 
broad terms, both market forces and regulatory requirements are 
achieving appropriate levels of bank capital. However, we believe 
that the current regulatory capital regimes need improvements to 
better reflect risks that banks are taking. Basel II does that for the 
most sophisticated U.S. banks, and through the Basel lA NPR we 
are exploring improvements in the risk-based capital rules that 
might apply to other banks. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES 
FROM JOHN C. DUGAN 

Q.l. What is the ratio of tangible equity to assets at the 15 largest 
bank holding companies? Would it be appropriate to allow this 
ratio to drop substantially? What floor if any would you place 
under this ratio? Should it go below 5%? 

A.I. 


TABLE 1. CAPITAL 

RATIOS FOR LARGE U.S 

;.-0WNED BANK HOLDING COMPANIES JUNE 30, 2006 


BHC Name 

Tier 1 Leverage Ratio {%)* 

Tangible Equity Ratio (%)** 

Citigroup 


5.19 

4.56 

Bank of America Corp 


6.13 

3.73 

JPMorgan Chase 


5.85 

4.60 

Wachovia 


6.57 

4.59 

Weiis Fargo 


6.99 

6.29 

U.S. Bancorp 


8.23 

5.52 

Countrywide Financial 


6.96 

7.04 



6.82 

5.88 

Nationai City 


6.89 

6.66 

BB&T 


7.26 

5.50 

Bank of New York 


6.22 

4.99 

Fifth Third ... 


8.38 

6.94 

State Street 


5.46 

4.39 

PNC Financiai 


7.71 

5.24 

Keycorp 


8.82 

6.71 


‘Tier 1 Leverage ratio equals regulatory tier 1 capital divided by average total assets. 

“Tangible Equity ratio equals GAAP equity, less intangibles (except mortgage servicing assets that have an identifiable stream of income) 
divided by average total assets. 


The OCC has no intention of allowing bank capital requirements 
to drop precipitously. Our experiences in the late 1980s and early 
1990s, and the role that capital played in the subsequent resur- 
gence of the industry’s survivors, reinforce our belief in strong cap- 
ital. Moreover, the leverage ratio is a crucial element of our current 
regulatory capital and prompt corrective action frameworks, and 
has coexisted with the risk-based regime for many years now. We 
are not proposing any changes to the leverage ratio requirements. 

Q.2. We have been led to believe that the goodwill and other intan- 
gibles represent roughly one-third of the U.S. industry’s equity. Is 
that correct? 

A.2. In June 2006, there were 7,559 insured commercial banks. In 
the aggregate, the ratio of these banks’ intangible assets to equity 
was 30.5 percent. Note that, in forming a bank’s tier 1 ratio for reg- 
ulatory capital purposes under 12 CFR Part 3, the largest portion 
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of these intangibles {i.e., goodwill and core deposit intangibles) are 
deducted from the measured amount of tier 1 capital. Thus, the 
Agencies, in effect, assign a dollar-for-dollar requirement on these 
intangibles. Because the regulatory measure of the tier 1 capital 
ratio deducts these intangibles first, before dividing by assets, we 
are confident that the measured ratios reflect a sound regulatory 
standard. 

Q.3. At this point, only the U.S. and Canada have minimum lever- 
age ratio requirements. Should U.S. bank regulatory agencies be 
comfortable with an international system for bank capital that does 
not impose such requirements in other countries? With the subjec- 
tivity involved with the Advanced Approach of Basel II, does this 
lack of a leverage ratio requirement concern you from the perspec- 
tive of international financial stability? 

A.3. The issue of an international leverage ratio is currently being 
discussed internationally. From these discussions it appears that 
other countries use tools other than a leverage ratio to provide a 
capital cushion. The Basel Committee’s Accord Implementation 
Group has surveyed the countries that participate on the Basel 
Committee to determine what other mechanisms are being used to 
ensure capital adequacy above the regulatory minimums. 

Q.4. The Standardized Approach would (1) be less costly than the 
Advanced Approach for both banks and agencies, (2) be less likely 
to substantially reduce capital requirements, and (3) have a lower 
chance of opening competitive disparities between U.S. banks of 
different sizes. Under these circumstances, why should the agen- 
cies not allow such an approach for any U.S. bank? 

A.4. The Standardized Approach and the Advanced Internal Rat- 
ings-Based Approach (AIRB) share a primary goal — improved risk 
sensitivity in the risk-based capital regime. The crucial distin- 
guishing factor between the two efforts turns on (1) the need for 
improved measurement and management of complex risks in the 
largest banks, and (2) the need to avoid both complexity and ex- 
pense in the Standardized Approach to the maximum extent pos- 
sible. AIRB is designed for the systems that very large, complex or- 
ganizations should be capable of building and can afford to develop 
and operate. 

In our assessment, Basel IPs Standardized Approach for credit 
risk offers only marginal improvements in risk sensitivity for the 
United States. Perhaps the most significant improvement in the 
Standardized Approach is the introduction of rules to capture the 
risks of securitizations, which is notably absent from the 1988 Ac- 
cord, but which the United States has had in place for many years. 
Consequently, the relative improvement in the Standardized Ap- 
proach versus current rules is much less in the United States than 
in many Basel Committee member countries. Moreover, the Stand- 
ardized Approach to credit risk was calibrated on the premise of an 
accompanying charge for operational risk. The OCC remains 
strongly opposed to a specific charge for operational risk for most 
U.S. banks, which have neither the ability nor the need to measure 
operational risk under the Advanced Measurement Approaches. Fi- 
nally, because some of the changes in Basel II, such as charges for 
securitizations or operational risk, result in capital charges where 
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none previously existed in some countries, the Basel Committee 
was under great pressure to make compromises to ease the burden 
of countries adopting new charges for the first time. That resulted 
in risk weights for some specific exposure types, such as, for exam- 
ple, certain retail and small business exposures, that we believe 
are inappropriately low. 

In the Basel II NPR we asked for comment on whether the larg- 
est U.S. banks should be given the option of choosing the Standard- 
ized Approach and are open to evaluating the responses. Ulti- 
mately, a decision whether or not to provide the largest and most 
sophisticated U.S. banks with the option of the Standardized Ap- 
proach will depend on further analysis of the extent to which U.S. 
banks’ competitors are likely to use that approach, and more im- 
portantly, whether it can in fact provide an appropriate measure 
of capital adequacy at the most sophisticated banks we supervise. 

Q.5.a. The Advanced Approach of Basel II has been touted as ad- 
dressing safety and soundness concerns related to hidden and 
undercapitalized risks that large, complex banks now take under 
the current rules. In the results of QIS-4, what was the aggregate 
change in minimum risk-based capital requirements for securitized 
exposures? 

A.S.a. The minimum required capital (MRC) for securitization ex- 
posures decreased 17.9% from Basel I to Basel II. Note that this 
change includes all securitization exposures, rather than solely off- 
balance sheet exposures. As we have noted in other contexts, we 
have proposed measures in the U.S. Basel II NPR to limit potential 
declines in regulatory capital during an extended transition period. 
We also note that for a number of reasons, highlighted in our inter- 
agency release of QIS-4 results, the results of QIS-4 should not be 
considered definitive indicators of expected results upon full imple- 
mentation of Basel II. Finally, it should be recognized that unlike 
the United States, many countries currently have no specific frame- 
work for securitizations. 

Q.S.b. For other off-balance sheet exposures? 

A.5.b. The aggregate MRC for other off-balance sheet exposures de- 
creased by 10%. 

Q.5.C. If the current rules are insufficient to address these complex 
risks, is it because they require too much capital, or too little cap- 
ital? 

A.5.C. We believe the current regulatory capital regime needs im- 
provements to better reflect risks that banks are taking. For exam- 
ple, the current Accord assigns a 100 percent risk weight to the 
large majority of private sector borrowers. This single risk weight 
assignment is not at all reflective of the true differences in credit 
risk (i.e., the risk of default) across borrowers. Thus, from a super- 
visory perspective, the issue is not driven by a portfolio-by-portfolio 
assessment of whether the current rules require too much or too 
little capital; the strength of the Advanced Approach is its im- 
proved accuracy in the areas of risk management and risk meas- 
urement. The improvements in risk measurement — riskier assets 
will be assigned a higher risk weight, which is more reflective of 
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the risk they pose to the bank — will result in a more risk sensitive 
bank specific capital requirement. 

Q.6. If the goal is to encourage sophisticated risk measurement and 
management at our largest banks, why can’t they be encouraged 
adequately through pillar 2’s supervisory guidance and pillar 3’s 
transparency through public disclosure? 

A.6. The Agencies considered requiring large banks to implement 
advanced risk management systems without tying those require- 
ments to minimum regulatory capital. However, this approach was 
rejected because of the need to have a more risk sensitive regu- 
latory capital framework that: (a) reflects the sophistication and 
complexity of modern day risk measurement systems and practices; 
(b) more closely aligns regulatory capital with actual risk taking; 
and (c) provides appropriate recognition to credit risk mitigation 
techniques in order to provide an incentive for risk mitigation be- 
havior and pro-active risk management on the part of banks. In ad- 
dition, Basel II is expected to greatly facilitate the use of a common 
set of credit-risk measurement metrics that will enhance the ability 
of the OCC and other regulators to conduct benchmarking and 
early warning analysis across the population of large complex 
banks. 

Q.7. If the mandatory banks operate under the Advanced Approach 
and other banks operate under Basel lA, how much do you expect 
capital requirements to change on average for the two groups of 
banks? Will that affect the competitive position of banks not using 
the Basel II Advanced Approach? 

A.7. As a general matter, the OCC does not believe that the U.S. 
implementation of the Basel lA or the Basel II framework will like- 
ly result in a material reduction in aggregate minimum required 
capital. However, the relative impact on minimum capital required 
for various products and institutions may differ. One concern with 
any regulatory change is the possibility that it might create a com- 
petitive advantage for some organizations relative to others, a pos- 
sibility that certainly applies to a change with the scope of Basel 
II. 

The OCC has considered various ways in which competitive ef- 
fects might be manifest, and has examined the limited available 
evidence related to those potential effects. We reviewed research on 
the potential impact on competition in the residential mortgage 
market, in small business lending, and in the credit card market, 
as well as the potential competitive effects of introducing explicit 
capital requirements for operational risk. We also reviewed re- 
search on the issue of whether Basel II might affect mergers and 
acquisitions. Overall, this body of recent economic research does 
not reveal persuasive evidence of any sizeable competitive effects. 
For many financial products, it is reasonable to think that competi- 
tive effects would be limited; capital is one of many factors influ- 
encing an institution’s ability to offer products competitively. 
Knowledge of customer needs, knowledge of the risks associated 
with the product and with the customer, cost of funding, and effi- 
ciencies of operation all contribute significantly to an institution’s 
pricing and offering of many products. 
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Nonetheless, we recognize that a number of banks and industry 
groups are concerned that banks operating under Basel II might 
gain a competitive edge over banks not governed by Basel II. One 
of our motivations for undertaking the Basel lA exercise concur- 
rently with Basel II was to reduce potential competitive effects be- 
tween large and small U.S. banks by making improvements to the 
risk sensitivity of the current U.S. capital rules. While we believe 
that the combination of Basel II and Basel lA will result in limited 
competitive issues across the U.S. banking sector, we are very in- 
terested in industry comment on this issue. To facilitate comment, 
we plan to have an overlap in the comment periods of the proposals 
so that interested parties can look at the capital treatments side 
by side in making their assessment of potential competitive effects. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM SHEILA C. BAIR 

Q.l.a. Your agency had previously decided that Basel II banks 
would be allowed to use only the Advanced Approach. Why did 
your agency originally decide not to allow banks to use the Stand- 
ardized Approach? 

A.l.a. ,When the banking agencies developed the Basel II ANPR in 
August 2003, the prevailing view was that only the Advanced Ap- 
proaches would be appropriate for large, internationally active 
banks. In our judgment there were three main reasons for this 
view: 

• Only the Advanced Approaches were thought sufficient from a 
safety and soundness perspective to address large banks’ com- 
plex risks; 

• The largest banks were thought to have robust and accurate 
internal risk measurements that would provide a suitable 
basis for capital regulation; and 

• Tying regulatory capital to internal models was thought nec- 
essary to encourage large banks to develop and refine these 
models. 

Many large banks endorsed these views and encouraged the de- 
velopment of the Advanced Approaches in their comment letters to 
the Basel II ANPR. 

Q.l.b. Why have you now decided to re-evaluate this decision? 
A.l.b. the FDIC has decided to re-evaluate this issue because more 
recent evidence, including the results of the fourth Quantitative 
Impact Study (QIS-4), casts doubt on the premises for the original 
decision. 

• Absent significant safeguards, the Advanced Approaches could 
undermine banks’ safety and soundness by substantially low- 
ering the bar on capital requirements, including for the most 
complex risks. 

• The robustness and accuracy of internal risk models is in 
doubt based on wide dispersion in capital requirements for 
similar or identical exposures. 
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• Comment is needed on whether tying internal models to regu- 
latory capital would improve or interfere with the evolution of 
banks’ internal capital models for management purposes. 

In addition, a number of core banks, industry trade associations, 
regulators, and other commentators have recently requested that 
the banking agencies allow banks to compute their regulatory cap- 
ital using the Standardized Approach contained in the inter- 
national Basel II framework. 

Q.l.c. What factors will you consider when deciding whether to 
allow banks to use the Standardized Approach? Given that Fed 
Chairman Ben Bernanke during his last appearance before the 
Banking Committee expressed concerns about whether the Stand- 
ardized Approach is appropriate for large, global banks, is the 
Standardized Approach a realistic alternative for our biggest 
banks? 

A.l.c. The FDIC is open to considering some version of the Stand- 
ardized Approach as an alternative for any U.S. bank. We will re- 
view the comments on this issue with an open mind. 

In reaching a decision on whether to allow banks to use the 
Standardized Approach, we will consider the attributes that need 
to be present in any regulatory capital system. 

• A regulatory capital system must require banks to hold ade- 
quate capital to avoid costly draws on the federal banking safe- 
ty net. The Standardized Approach avoids the potential for 
substantial reductions in bank capital requirements inherent 
in the Advanced Approaches. 

• A regulatory capital system should avoid undue burden on the 
banking industry. The Standardized Approach is simpler and 
less costly to implement than the Advanced Approaches. 

• A regulatory capital system should not tilt the playing field in 
favor of one group of banks over another. The Standardized 
Approach does not appear to pose the same potential for com- 
petitive inequities across banks of different sizes as does the 
Advanced Approaches. 

• A regulatory capital system should not interfere with innova- 
tion or the evolution of risk management. Some believe it is 
necessary to base regulatory capital on internal models in 
order to encourage sound risk management. The FDIC will be 
attentive to comments on this point. 

There also are a number of more technical issues that would 
need to be addressed if the banking agencies chose to allow large 
internationally active banks to use a version of the Standardized 
Approach. A notable example is the issue of capital requirements 
for operational risk. The agencies are seeking comment on how to 
address this and other technical issues with the Standardized Ap- 
proach as we decide whether it would provide an appropriate 
framework for capital regulation in the United States. 

Q.2.a. The Basel II NPR has been criticized by several banks be- 
cause it deviates from the international Basel II accord by impos- 
ing floors on the amount capital can fall. As a result, some banks 
maintain that the Basel II NPR would not be cost effective for 
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them to adopt. Do you believe that these concerns about the costs 
of Basel II as set forth in the NPR are justified? Could you please 
give us a comparison of the estimated costs to implement Basel II 
versus the expected benefits of Basel II for a typical bank? 

A.2.a. The FDIC believes that the Advanced Approaches of Basel 
II would be costly for banks to implement. Some evidence on the 
costs of implementation was provided by banking organizations 
participating in the QIS-4. As the Office of the Comptroller of the 
Currency reported in their Regulatory Impact Analysis, the aver- 
age expected cost reported by the QIS-4 banks for implementing 
the Basel II rules was approximately $42 million per bank. How- 
ever, of that $42 million, banks reported that an average of $21 
million would likely be spent absent the implementation of Basel 
II. Therefore, according to QIS-4 data, the incremental cost of im- 
plementing Basel II would average $21 million per bank for the 26 
banking organizations participating in QIS-4. Additionally, the 
QIS-4 banks estimated that the recurring annual expense associ- 
ated with Basel II would average $2.4 million per year per banking 
organization. More recent information suggests these cost esti- 
mates may be understated. 

The benefits of Basel II are more difficult to quantify. Some sug- 
gest that the “benefit” to banks of the Advanced Approaches is the 
reduction in capital requirements they would realize. The FDIC 
does not believe that substantially reducing bank capital stand- 
ards, as compensation for implementing a costly and burdensome 
regulatory framework, is wise policy. From a public policy perspec- 
tive, a substantial reduction in bank capital standards could prove 
to be simply an increase in the implicit subsidy provided to banks 
by the federal government. 

Another possible source of indirect financial benefits to banks 
that implement Basel II would be if it reduced their future deposit 
insurance premiums. Specifically, each bank might benefit indi- 
rectly from a more safe and sound banking system, by virtue of not 
having to pay substantial premiums to cover the cost of resolving 
problems at a large bank. Whether the Advanced Approaches 
would in fact enhance the safety and soundness of our banks is a 
key question, and as outlined above, there are difficult and unan- 
swered questions in this regard. 

Q.2.b. What impact will the deviations from the international 
Basel II accord have on the global competitiveness of U.S. banks? 
A.2.b. For 15 years, the U.S. has had in place a dual framework 
of capital regulation, consisting of risk-based rules and a leverage 
requirement that capital exceed specified ratios of balance sheet as- 
sets. During this 15-year period, U.S. banks have been required to 
hold more capital than foreign banks. There is no indication that 
our framework of capital regulation has hurt the competitive posi- 
tion of U.S. banks. Quite the contrary, our dual framework of cap- 
ital regulation has supported the safety, soundness, and resilience 
of the U.S. banking system. Our banks enjoy not only strong cap- 
ital but high profitability, and there is no evidence that our capital 
framework has constrained banks’ ability to extend credit. 

Going forward, the Advanced Approaches of Basel II clearly point 
to reductions in risk-based capital requirements. The U.S. has pro- 



186 


posed safeguards to ensure that such reductions are moderate and 
consistent with explicit goals stated in the international Basel II 
agreement. Other Basel Committee countries have no explicit 
mechanisms to constrain the potential reductions in their banks’ 
capital requirements. This opens up the possibility of reductions in 
capital requirements for their banks far in excess of what was con- 
templated in the international agreement. 

This difference in posture is consistent with long-held U.S. views 
on the importance of a strong private sector banking system that 
does not become a source of economic or fiscal weakness through 
over reliance on implicit or explicit safety net supports. We believe 
the U.S. approach will ensure that strong capital will remain a 
competitive strength of the U.S. banking system, as it has been in 
the past. 

Q.3. Are banks presently overcapitalized? Please explain how you 
arrive at your conclusion. 

A.3. No, we do not believe that U.S. banks are overcapitalized. 

The level of capital at U.S. banks should be evaluated from at 
least three perspectives: their ability to prosper and compete; their 
ability to provide credit to fund economic growth; and the govern- 
ment’s interest in avoiding costly draws on the federal banking 
safety net. The FDIC does not believe banks are overcapitalized by 
any of these standards. 

During the 10-year period 1995-2005, FDIC-insured banks’ 
growth in loans, assets, and net income significantly outpaced the 
growth of the broader economy (see table below). Insured banks 
have had record profits in 13 of the last 14 years, topped by the 
most recent net income of $134 billion in 2005. This suggests that 
capital levels have not hindered banks’ ability to prosper and com- 
pete or their ability to extend credit to fund economic growth. : 


TABLE A. BANK GROWTH AND PROFITABILITY OUTPACE THE BROADER ECONOMY 
[Average annual percent growth in nominal dollars, 1995-2005] 



FDIC-insured institutions 


U.S. economy 

Assets 

Loans 

Net income 

GDP 

7.5% 

7.5% 

9.1% 

5.3% 


Source: Calculations are based on information from FDIC “Statistics on Banking’’ (http://www2.fdic.gov/SDI/S0B/) and data compiled by the 
Bureau of Economic Analysis. 


The FDIC also does not believe banks are overcapitalized from 
a safety net protection standpoint. While current industry capital 
is adequate, substantial reductions in that capital would not be 
prudent from a safety and soundness perspective. Capital serves an 
important shock absorber function by ensuring that unforeseen eco- 
nomic events, significant errors in model assumptions or account- 
ing methodologies, or other undetected problems do not cause seri- 
ous problems for banks. Banking problems, especially at our largest 
and most systemically important banks, can impose costs on the 
broader economy and financial system, on the deposit insurance 
funds, and on the fiscal position of the U.S. government. Appro- 
priate levels of bank capital need to reflect the government’s inter- 
est in avoiding such costs. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES 
FROM SHEILA C. BAIR 

Q.l. What is the ratio of tangible equity to assets at the 15 largest 
bank holding companies? Would it be appropriate to allow this 
ratio to drop substantially? What floor, if any, would you place 
under this ratio? Should it go below 5%? 

A.I. The weighted average ratio of tangible Tier 1 equity capital to 
assets for the 15 largest bank holding companies was 4.66 percent 
as of June 30, 2006.^ 

While we believe current industry capital is adequate, the FDIC 
does not believe substantial reductions in that capital would be 
prudent from a safety and soundness perspective. Our experience 
with insured banks is that as core capital measures begin to fall, 
the margin for error for both banks and supervisors can narrow 
dramatically. The lower a bank’s capital relative to its overall vol- 
ume of business as measured by assets, the greater the likelihood 
that unforeseen economic events, significant errors in model as- 
sumptions or accounting methodologies, or other undetected prob- 
lems might create serious problems for the bank. For a large, sys- 
temically important bank, such problems could have important 
spillover costs for the broader economy, the deposit insurance 
funds, or the fiscal posture of the United States. 

It is therefore appropriate that the agencies have established 
floors for certain core capital ratios and that these floors strictly 
limit the type and amount of intangible assets that banks can in- 
clude in regulatory capital. For example, to be considered well-cap- 
italized, insured banks must maintain a ratio of Tier 1 capital to 
assets of at least 5 percent. Tier 1 capital excludes goodwill, the 
banking industry’s most significant intangible asset by dollar vol- 
ume. 

Since this question pertains specifically to bank holding compa- 
nies, it is important to note that bank holding companies have dif- 
ferent regulatory capital standards than do insured banks. This in- 
cludes a less conservative definition of Tier 1 capital and lower re- 
quirements for the leverage ratio. Also, statutory Prompt Correc- 
tive Action applies to insured banks, not bank holding companies. 
The FDIC does not have any safety and soundness concern with 
the current regulatory and supervisory framework for bank holding 
companies. 

Q.2. We have been led to believe that the goodwill and other intan- 
gibles represent roughly one-third of the U.S. industry’s equity. Is 
that correct? 


^This number was calculated using the “Tangible tier 1 leverage ratios” as reported on in the 
Federal Reserve’s Bank Holding Company Performance Report (BHCPR) for each of the top 15 
bank holding companies. In the BHCPR user’s guide, the Federal Reserve defines “Tangible tier 
1 leverage ratio” as “Tier 1 capital, net of intangible assets, divided by average assets for the 
latest quarter, net of intangible assets.” This number does not include mortgage servicing assets, 
which are intangible assets that may be included in the Tangible equity ratios of insured 
depository institutions, subject to certain limitations. The User’s Guide for the Bank Holding 
Company Performance Report can be found at http: I lwww.federalreserve.gov I boarddocs I 
supmanual I bhcpr 03-05 total access.pdf. The largest 15 bank holding companies were deter- 

mined using the FFIEC list of the largest bank holding companies, which can be found at 
http: 1 1 www.ffiec.gov I nicpubweb I nicweb I TopSOForm.aspx. This list includes both domestic and 
foreign-owned bank holding companies operating in the United States. 
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A.2. For all FDIC-insured institutions, about one-third of GAAP eq- 
uity is composed of goodwill and other intangibles, as illustrated 
below. 

TABLE B. ABOUT ONE-THIRD OF GAAP EQUITY IS COMPOSED OF GOODWIEE AND OTHER 

INTANGIBLES 

[All FDIC-lnsured Institutions, June 30, 2006] 

Percent of equity 

Total Equity Capital ($ millions) $1,183,807 

Goodwill 280,889 23.7% 

Other Intangible Assets 109,536 9.3% 

Total Peroent of Goodwill and Other Intangible Assets 33.0% 

Source: FFIEC Quarterly Reports of Condition and Income. 

It is important to note that these intangibles make up a much 
smaller proportion of regulatory capital, since regulatory capital 
does not include goodwill and imposes limits on the amount of 
other intangible assets that can be counted as regulatory capital. 
For FDIC-insured institutions, 9.43 percent of Tier 1 capital is com- 
posed of intangibles. 

Q.3. At this point, only the U.S. and Canada have minimum lever- 
age ratio requirements. Should U.S. bank regulatory agencies be 
comfortable with an international system for bank capital that does 
not impose such requirements in other countries? With the subjec- 
tivity involved with the Advanced Approach of Basel II, does this 
lack of a leverage ratio requirement concern you from the perspec- 
tive of international financial stability? 

A.3. The FDIC is concerned about the lack of explicit mechanisms 
in other Basel Committee countries to constrain potentially sub- 
stantial reductions in bank capital requirements. Therefore, the 
FDIC supports the idea of an international leverage ratio. A simple 
capital to assets measure is a critically important complement to 
risk-based capital regulations. The leverage ratio provides U.S. su- 
pervisors with comfort that banks will maintain a stable base of 
capital in good times and in bad times. The establishment of an 
international leverage ratio would go far in strengthening the 
soundness and stability of the international banking system and 
would help to ensure that differences in capital requirements do 
not lead to competitive inequality among internationally active 
banks. 

In addition, because the Advanced Approaches of Basel II clearly 
point to reductions in risk-based capital requirements, the U.S. has 
proposed safeguards to ensure that such reductions are moderate 
and consistent with explicit goals stated in the international Basel 
II agreement. Most other Basel Committee countries have no ex- 
plicit mechanisms to constrain the potential reductions in their 
banks’ capital requirements. This creates the possibility of reduc- 
tions in capital requirements for their banks far in excess of what 
was contemplated in the international agreement. 

Our analysis suggests that reductions in bank capital require- 
ments under the Advanced Approaches could be more pronounced, 
by a large margin, than has been reported in any of the recent 
quantitative impact studies. There also is a large and possibly irre- 
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ducible element of subjectivity in how banks and supervisors will 
calculate and validate those capital requirements. 

A substantial reduction in bank capital requirements worldwide 
would increase the likelihood of problems in the global banking sys- 
tem and financial instability. In an increasingly world-wide eco- 
nomic and financial marketplace, the U.S. economy and banking 
system could not expect to be insulated from problems in the global 
banking system. 

Q.4. The Standardized Approach would (1) be less costly than the 
Advanced Approach for both banks and agencies, (2) be less likely 
to substantially reduce capital requirements, and (3) have a lower 
chance of opening competitive disparities between U.S. banks of 
different sizes. Under these circumstances, why should the agen- 
cies not allow such an approach for any U.S. bank? 

A.4. The agencies have sought comment on allowing the Standard- 
ized Approach for any U.S. bank. As noted in the question, there 
are a number of attractive features of the Standardized Approach 
as compared with the Advanced Approaches. We also are aware of 
the argument that only the Advanced Approaches would ade- 
quately encourage the development of risk management systems at 
large banks. The FDIC will review the comments on the avail- 
ability of the Standardized Approach with an open mind. 

Q.5.a. The Advanced Approach of Basel II has been touted as ad- 
dressing safety and soundness concerns related to hidden and 
undercapitalized risks that large, complex banks now take under 
the current rules. In the results of QIS-4, what was the aggregate 
change in minimum risk-based capital requirements: For 
securitized exposures? 

A.5.a. Observers of the Basel II process frequently point to 
securitization as an example of a regulatory capital loophole not 
adequately addressed under current rules. However, the Advanced 
Approaches would result in lower capital requirements for these ex- 
posures. According to QIS-4 data, minimum required capital under 
the Advanced Approaches would fall by approximately 17.9 percent 
for securitization exposures. 

Q.S.b. For other off-balance sheet exposures? 

A.5.b. The QIS-4 exercise suggested that participating banks’ ag- 
gregate capital requirement for off-balance sheet exposures would 
decline by about 10 percent compared to the current rules. The 
QIS-4 data reflected a total decline in capital requirements for off- 
balance sheet exposures, despite showing a significant increase in 
the capital requirements for over-the-counter (OTC) derivatives. 
However, subsequent to the requirements for over-the-counter 
(OTC) derivatives. However, subsequent to the completion of QIS- 
4, regulators added to Basel II the expected positive exposure 
method for computing capital requirements for OTC derivatives. 
Recent evidence suggests that when this new methodology is in 
place, capital requirements for OTC derivatives would fall substan- 
tially. 

Q.5.C. If the current rules are insufficient to address these complex 
risks, is it because they require too much capital, or too little cap- 
ital? 
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A.5.C. A frequent criticism of current risk-based capital rules is 
that they are “insufficient” to address complex risks. It is not gen- 
erally understood, however, that the current rules require, in ag- 
gregate, substantially more capital for the complex risks under- 
taken by large banks than would be required under the Advanced 
Approaches of Basel II. 

Q.6. If the goal is to encourage sophisticated risk measurement and 
management at our largest banks, why can’t they be encouraged 
adequately through pillar 2’s supervisory guidance and pillar 3’s 
transparency through public disclosure? 

A.6. Large banks measure and manage risk for their own internal 
management purposes and supervisors are actively engaged in the 
review of these processes. Banks make a substantial volume of 
risk-related disclosures in reports filed with both the Securities and 
Exchange Commission and the federal banking agencies. There is 
a case to be made that bank risk measurement systems would 
evolve satisfactorily using the current system of supervisory review 
and market disclosures without tying regulatop^ capital to these 
systems. Others believe that the lack of an explicit regulatoiy cap- 
ital calculation based on banks’ internal credit risk estimates 
would be detrimental to the long-term evolution of risk-manage- 
ment. This will be an important issue to resolve, and the FDIC will 
view the comments with an open mind. 

Q.7. If the mandatory banks operate under the Advanced Approach 
and other banks operate under Basel lA, how much do you expect 
capital requirements to change on average for the two groups of 
banks? Will that affect the competitive position of banks not using 
the Basel II Advanced Approach? 

A.7. Risk-based capital requirements under Basel IPs Advanced 
Approaches would probably be much lower than would be available 
under Basel lA, as indicated below. 

TABLE C. CREDIT RISK WEIGHTS WOUED FAVOR BASEE II ADOPTERS 


Exposure type 

Risk weights based on: 

Basel II ANPR (%) " advanced 

Basel II ANKK (/ol QIS&ndash:4 (median) (%) 

Small business loans: 

Retail 

100 

61 

Other 

100 

74 

Commercial real estate: 

High volatility 

100 

70 

Other 

100 

48 

Other commercial 

100 

47 

Typical 1-4 residential mortgage 

35 

16 

Typical home equity loan ., 

100 

19 


100 

117 

other retail loans 

100 

56 

AAA-rated Fannie or Freddie MBS 

20 

7 


Source: Summary Findings of the Fourth Quantitiative Impact Study and additional calculations. 

Notes: Advanced Approaches median risk weights come from Summary Findings of the Fourth Quantitative Impact Study. Tables B and C. 
The 7 percent risk weight on Fannie Mae and Freddie Mac mortgage-backed securities is based on the Basel II NPR proposals. Advanced Ap- 
proaches capital requirements for credit cards are likely understated in this table because of the large importance of capital requirements for 
undrawn lines, requirements that are not present in the Basel lA ANPR. 

Community banks are steadily losing market share in certain re- 
tail lending businesses that are becoming commoditized. For exam- 
ple, residential mortgage loans, auto loans, and other consumer re- 
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volving credit are becoming scale businesses that are increasingly 
dominated by the largest lenders. Community banks have re- 
sponded by concentrating increasingly on small business lending — 
often the loans are secured by commercial real estate. 

Thus far, the competitive fortunes of banks of different sizes 
have been driven by the economics of the various businesses and 
not by differences in capital requirements. There is no precedent, 
however, for large differences in capital requirements across U.S. 
banks such as those illustrated above. While the competitive effects 
of these large differences in capital requirements are unclear, the 
potential exists for such differences to cause industry consolidation 
to accelerate. 

The FDIC believes the capital rules for large and small banks 
need to be decided together. One of our important goals for any 
overall package of regulatory capital changes is to avoid tilting the 
competitive playing field substantially in favor of one group of 
banks over another. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM SUSAN S. BIES 

Q.l. Your Agency had previously decided that Basel II banks would 
be allowed to use only the Advanced Approach. Why did your agen- 
cy originally decide not to use the Standardized Approach? Why 
have you now decided to re-evaluate this decision? What factors 
will you consider when deciding whether to allow banks to use the 
Standardized Approach? Given that Fed Chairman Ben Bernanke 
during his last appearance before this committee expressed con- 
cerns about whether the Standardized approach is appropriate for 
large, global banks, is the Standardized approach a realistic alter- 
native for our biggest banks? 

A.I. In the August 2003 Basel II Advance Notice of Proposed Rule- 
making (ANPR), the U.S. banking agencies (Agencies) proposed (i) 
to require only the largest, most internationally active U.S. bank- 
ing organizations to adopt Basel II and (ii) to mandate that the 
largest, most internationally active U.S. banking organizations 
adopt Basel IPs advanced internal ratings-based approach to credit 
risk and advanced measurement approaches to operational risk. 
The Agencies decided to take this limited approach to U.S. imple- 
mentation of Basel II because the Agencies felt the Basel II ap- 
proaches would be too burdensome for most smaller U.S. banks, 
and that the Basel II Standardized Approach would be insuffi- 
ciently risk sensitive for the largest, most complex U.S. banks. The 
comments on the ANPR generally did not criticize the Agencies for 
failing to make available to U.S. banking organizations the simpler 
approaches of Basel II, nor did those comments advocate making 
the Standardized Approach available to U.S. banks. 

Further, the Agencies indicated in October 2005 that they would 
make amendments to the existing Basel I-based capital rule to 
make it more risk sensitive and to reduce potential competitive im- 
pacts from Basel II. This revised version of Basel I is now popu- 
larly known as Basel lA. The NPR for Basel lA was just approved 
by all the agencies for release for comments. Basel lA is intended 
to apply to all U.S. banks that do not use Basel II and gives banks 
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a choice to stay on Basel I or adopt a slightly more risk sensitive 
option. 

In the spring and summer of 2006, the Agencies received com- 
ment letters from a number of banks, trade associations, and other 
interested parties that requested that the Agencies consider the 
merits of allowing all U.S. banking organizations to use the simpler 
approaches available in Basel II. Because of the significant interest 
in the Basel II Standardized Approaches, the Agencies requested 
further comment in the Basel II NPR and Basel lA NPR on wheth- 
er and, if so, how the Basel II Standardized Approaches might be 
applied in the United States. The Agencies continue to consider 
this issue and will carefully consider public input on this question. 

Chairman Bernanke has indicated his concern that the Basel II 
Standardized Approach would not appropriately reflect the risks 
that large, complex, internationally active banks take. In designing 
the Basel II Advanced Approaches, banking supervisors sought to 
improve the risk sensitivity of our risk-based regulatory capital 
framework, remove opportunities for banks to conduct regulatory 
capital arbitrage, improve supervisors’ ability to evaluate a bank’s 
capital adequacy, improve market discipline on banks, and ulti- 
mately enhance the safety and soundness of the banking system. 
These objectives cannot fully be met with the Basel II Standardized 
Approach. 

The Basel II Standardized Approach was designed for small, non- 
complex, and primarily domestic banking institutions and is some- 
what more risk sensitive than Basel I. It was intended to be used 
in those countries where, after the implementation of Basel II, 
Basel I would no longer be available. In contrast, the U.S. Agencies 
have not expected to eliminate Basel I-based rules for most of our 
banks and have not heretofore considered the Basel II Standard- 
ized Approach as an option for U.S. banks because of the additional 
costs and only marginal benefits expected. 

In deciding whether to allow our large, internationally active 
banks to use the Basel II Standardized Approach, the Agencies will 
have to carefully weigh the advantages and disadvantages of doing 
so. The disadvantages of Basel II standardized include (i) limited 
risk sensitivity — for example, first lien mortgage loans would gen- 
erally be assigned a 35 percent risk weight, other retail loans 
would generally get a 75 percent risk weight, and unrated cor- 
porate loans generally would get a 100 percent risk weight, in each 
case regardless of the creditworthiness of the borrower; and (ii) 
lack of meaningful connection between capital regulation and risk 
management. 

Q.2. The Basel II NPR has been criticized by several banks because 
it deviates from the international Basel II accord by imposing floors 
on the amount capital can fall. As a result, some banks maintain 
that the Basel II NPR would not be cost effective for them to adopt. 
Do you believe that these concerns about the costs of Basel II as 
set forth in the NPR are justified? Could you please give us a com- 
parison of the estimated costs to implement Basel II versus the ex- 
pected benefits of Basel II for a typical bank? What impact will the 
deviations from the international Basel H accord have on the global 
competitiveness of U.S. banks? 
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A.2. The NPR contains a summary discussion of the costs and ben- 
efits of Basel II as part of ’the Executive Order 12866 requirement. 
In particular, it notes that cost and benefit analysis of changes in 
regulatory capital requirements entails considerable measurement 
problems. On the cost side, it can be difficult to attribute particular 
expenditures incurred by institutions to the costs of implementa- 
tion because banking organizations would likely incur some of 
these costs anyway as part of their ongoing efforts to improve risk 
measurement and management systems. On the benefits side, 
measurement problems are even greater because the benefits of the 
proposal are more qualitative than quantitative and as is the case 
with many regulations, the benefits accrue to the U.S. society in 
terms of a healthier financial system and better risk management 
at our largest banking institutions. Measurement problems exist 
even with an apparently measurable benefit like lower regulatory 
capital requirements because lower regulatory capital requirements 
do not necessarily mean that a bank’s actual capital will fall. 
Healthy banking organizations generally hold an amount of capital 
well above regulatory minimums for a variety of reasons, and the 
effect of reducing the regulatory minimum is uncertain and may 
vary across institutions. 

Among the expected benefits of Basel II are enhanced risk sensi- 
tivity (resulting in more efficient use of regulatory capital by banks 
and a reduction in the scope for regulatory capital arbitrage); a 
closer relationship between capital regulation and bank internal 
risk measurement and risk management processes; enhanced abil- 
ity of the regulatory capital framework to incorporate future prod- 
uct innovation and future advances in risk measurement and risk 
management; and enhanced capacity for supervisory feedback and 
improved market discipline. All of these benefits would strengthen 
the safety and soundness of the banking organizations subject to 
the Basel II NPR and of the U.S. financial system as a whole. 

As noted in the Basel II NPR, based on estimates provided by 
those institutions that responded to the QIS-4 question on cost, on 
average, a banking organization would spend approximately $42 
million to adapt to capital requirements implementing the Ad- 
vanced Approaches in Basel II. Not all of those respondents are 
likely mandatory institutions. Responses further indicated that 
roughly half of organizations’ Basel II expenditures would have 
been spent on improving risk management anyway. These numbers 
should be viewed only as very rough estimates since not all partici- 
pants responded, the data are more than two years old and in 
many cases were difficult to compare across institutions due to the 
qualitative nature of the responses. However, at this time, no other 
estimates from the banks are generally available. 

The Basel II NPR includes three transitional floor periods that 
would limit the amount by which a bank’s risk-based capital re- 
quirements could decline over a period of at least three years. The 
Basel II Mid-Year Text issued in July 2005 (New Basel Accord) in- 
cludes only two transitional years, with somewhat lower floors. The 
U.S. transitional floor periods are designed to provide a smooth 
transition to the Advanced Approaches and will help the Agencies 
evaluate both the overall functioning of the Advanced Approaches, 
and the impact of the Advanced Approaches on specific portfolios 
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and overall capital requirements, before Basel II becomes fully 
operational. Preserving the safety and soundness of the U.S. bank- 
ing system is the Agencies’ primary motivation for implementing 
Basel II, and the transitional floor periods would help ensure that 
safety and soundness are maintained as banks transition to the 
new capital framework. Similarly, a desire to ensure the continued 
safety and soundness of the U.S. banking system motivated the 
Agencies’ statement in the preamble of the Basel II NPR that a 10 
percent or greater decline in aggregate minimum risk-based capital 
requirements, compared to minimum risk-based capital require- 
ments under the existing rules, would serve as a benchmark and 
may warrant modification to the framework. 

Some significant differences do exist between the United States 
and other countries in the proposed implementation of Basel IPs 
Advanced Approaches, beyond the transitional safeguards. National 
differences in capital regulation are not unique to the Basel II cap- 
ital regime, and some of the existing differences would carry over 
into Basel II. For example, the U.S. banking agencies currently im- 
pose a leverage ratio and Prompt Corrective Action requirements 
on U.S. banks that are more conservative than the Basel I capital 
accord (and would continue to do so under Basel II), yet U.S. bank- 
ing organizations are among the most profitable and competitive in 
the world. Nevertheless, early comments on the Basel II NPR sug- 
gest that, whatever the merits of these international differences in 
rules, they are likely to add to implementation costs and raise 
home-host issues, particularly for globally active banks operating 
in multiple jurisdictions. Before the Federal Reserve issues a final 
rule, we will carefully consider any differences in the implementa- 
tion of Basel II that could adversely affect the international com- 
petitiveness of U.S. banks. 

Q.3. Are banks presently overcapitalized? Please explain how you 
arrive at your conclusions. 

A.3. My response will focus on the large, complex U.S. banking or- 
ganizations that would be subject to Basel IPs Advanced Ap- 
proaches under the recently issued Basel II NPR. Clearly, there is 
a natural tension between the private interests of these banks in 
maximizing shareholder profits, on the one hand, and the public in- 
terest in protecting the federal safety net, maintaining a safe and 
sound banking system, and promoting financial stability, on the 
other hand. As bank regulators, we seek to strike the right balance 
between public benefit and private burden. In particular, it is in no 
one’s interest to set capital requirements too high, so as to impair 
the banking system’s financial health, competitiveness, or ability to 
efficiently provide the credit and other financial services necessary 
for a growing economy, nor too low, so as to undermine safety and 
soundness and financial stability. 

Within this context, I do not believe that, in the aggregate, cur- 
rent U.S. regulatory capital requirements are excessive in relation 
to banking risks or that the general level of capital requirements 
impairs the overall competitiveness of U.S. banks. In evaluating 
this issue, one needs to be careful to appropriately consider the 
competitive impact of regulatory capital requirements within the fi- 
nancial services industry. Competition in this arena is affected by 
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many factors besides formal regulatory capital requirements, such 
as tax policies, economies of scale and scope, risk management 
skills, and the ability to innovate. Moreover, banks’ actual capital 
levels generally exceed the regulatory minimums by considerable 
amounts, reflecting not only market discipline from rating agen- 
cies, liability holders, and counterparties, but also explicit decisions 
to build capital buffers in order to weather unanticipated events or 
facilitate the pursuit of future investment opportunities. 

Some insight into the relationship between regulatory capital re- 
quirements and bank competitiveness is possible by observing that, 
even under Basel I, there have been significant differences in cap- 
ital regulation across countries. The United States generally has 
been viewed as having one of the most rigorous and conservative 
capital regimes among major countries, reflecting the minimum le- 
verage ratio requirement; prompt corrective action; the definition of 
regulatory capital — particularly our insistence that losses be recog- 
nized promptly by banks; and the willingness of the federal bank- 
ing Agencies to set risk-based requirements above Basel I levels for 
certain higher-risk activities. Significantly, the greater rigor and 
conservatism in our capital rules under Basel I does not appear to 
have created international competitiveness problems for our major 
banking organizations. Quite the contrary: even though U.S. banks 
have generally been among the most strongly capitalized inter- 
nationally, they are consistently also among the most profitable. 

Nor do strong overall U.S. capital standards appear to impair the 
competitiveness of U.S. banks relative to nonbank competitors. 
Owing to limited data on profit rates across lines of business, one 
cannot directly compare relative profitability across these institu- 
tions on a risk-adjusted basis. However, research suggests that, at 
the margin, the federal safety net provides a significant positive 
net subsidy for U.S. banks, a subsidy which obviously is unavail- 
able to nonbanks operating outside the safety net,i One manifesta- 
tion of this subsidy is the ability of large banking organizations to 
operate with substantially lower capital ratios than their nonbank 
competitors. 

While the general level of current U.S. capital standards does not 
impair the overall competitiveness of our largest and most complex 
banking organizations, it would be inappropriate to conclude that 
current capital standards provide an adequate framework for pro- 
moting bank safety and soundness. Capital regulation is the cor- 
nerstone of our efforts to maintain a safe and sound banking sys- 
tem. However, the lack of risk sensitivity in our Basel I-based cap- 
ital framework means that it cannot distinguish between those 
banks that have taken on greater risk and those that have not. As 
a result, current capital rules do not provide supervisors with an 
effective framework for assessing overall capital adequacy in rela- 
tion to risks, for judging which institutions are outliers, and for as- 
sessing how capital adequacy may evolve over time. Nor does it 
provide banks with appropriate incentives for improving their 
measurement and management of risk. The Basel II framework is 
intended to address these shortcomings. 


^ See Myron L. Kwast and S. Wayne Passmore, “The Subsidy Provided by the Federal Safety 
Net: Theory and Evidence,” Journal of Financial Services Research, Vol. 16, Numbers 2/3, (Sep- 
tember/December 1999), pp. 125—146. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES 
FROM SUSAN S. BIES 

Q.l. What is the ratio of tangible equity to assets at the 15 largest 
bank holding companies? Would it be appropriate to allow this 
ratio to drop substantially? What floor if any would you place 
under this ratio? Should it go below 5%? 

A.I. The chart below lists the tangible equity and the tier 1 lever- 
age ratios for the top 15 U.S. owned bank holding companies 
(BHCs). 



RATIOS FOR TOP 15 U.S. OWNED BHCS, AS OF JUNE 30, 2006 
[In percent] 



BHC 

Tier 1 

leverage ratio* 

Tangible equity 
ratio% ** 

Citigroup 


5.19 

4.56 

Bank of America .... 


6.13 

3.73 

JPMorgan Chase .... 


5.85 

4.60 



6.57 

4.59 

Wells Fargo . 


6.99 

6.29 

U.S. Bancorp 


8.23 

5.52 

Countrywide 


6.96 

7.04 



6.82 

5.88 

National City 


6.89 

6.66 

BB&T 


7.26 

5.50 

Bank of N.Y 


6.22 

4.99 

Fifth Third 


8.38 

6.94 

State Street 


5.46 

4.39 

PNC Financial 


7.71 

5.24 

Keycorp 


8.82 

6.71 


‘Tier 1 Leverage Ratio is equal to regulatory tier 1 capital divided by average total assets. 

“Tangible Equity Ratio is equal to GAAP equity, less intangibles {except mortgage servicing assets, which have an identifiable stream of 
income), divided by average total assets. 

Source: Federal Reserve Y-9C Reports. 

Neither U.S. banks nor U.S. BHCs are subject to a minimum 
capital ratio based on tangible equity as defined in the chart above. 
They are, however, subject to a minimum tier 1 leverage ratio. 
While tangible equity and tier 1 capital are similar, they are not 
identical. Tier 1 capital includes elements not included in tangible 
equity and vice versa. The minimum tier 1 leverage ratio is 3 per- 
cent for all BHCs that are rated a composite “1” under the Federal 
Reserve’s BHC rating system or that have implemented the market 
risk amendment. The minimum tier 1 leverage ratio for all other 
BHCs is 4 percent. Although banks and thrifts also are subject to 
a minimum tier 1 leverage ratio of 3-4 percent, banks and thrifts 
obtain important regulatory privileges by maintaining a 5 percent 
tier 1 leverage ratio in order to be deemed “well capitalized” for 
purposes of the prompt corrective action framework and the finan- 
cial holding company provisions of the Gramm-Leach-Bliley Act. 
Prompt corrective action does not apply to BHCs, so there is no 
“well capitalized” tier 1 leverage ratio threshold. 

The Federal Reserve believes that constraining the overall lever- 
age of a BHC helps ensure that the holding company does not pose 
a threat to the financial health of its subsidiary insured depository 
institutions. 

The BHC supervision manual directs examiners to consider a 
BHC’s tier 1 leverage ratio as a supplement to its risk-based cap- 
ital ratios when assessing the BHC’s capital adequacy. However, 
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the tier 1 leverage ratio is only one of several indicators used to 
assess the capital strength of a BHC and should not be used in iso- 
lation. For example, Federal Reserve examiners also analyze the 
composition and quality of the BHC’s capital instruments, the 
BHC’s asset quality, and the BHC’s exposure to interest rate risk, 
concentration risk, liquidity risk, and operational risk. Depending 
on all the factors that Federal Reserve staff takes into consider- 
ation when reviewing the capital adequacy of a BHC, a tier 1 lever- 
age ratio below 5 percent could be acceptable for certain BHCs 
while for other BHCs a tier 1 leverage ratio above 5 percent could 
be appropriate. 

Q.2. We have been led to believe that the goodwill and other intan- 
gibles represent roughly one-third of the U.S. industry’s equity. Is 
that correct? 

A.2. Intangibles, including goodwill but excluding mortgage serv- 
icing assets, which have an identifiable stream of income, represent 
approximately 30 percent of the total equity of U.S. commercial 
banks. (See chart below.) 


U.S. COMMERCIAL BANKS INTANGIBLES TO EQUITY DATA AS OF JUNE 2006 

Group of banks 

Number of banks 

Weighted average% of 
intangibles to equity 

Under $250m 

5,584 

4.83 

$250m-$500m 

994 

6.87 

$500m-$lb 

495 

13.77 

$lb-$5b 

342 

20.11 


144 

35.55 

All Banks 

7,559 

30.53 


Almost all of these intangibles are deducted from the calculation 
of regulatory Tier 1 capital, as are excess amounts of mortgage 
servicing assets. The vast majority of intangibles are in the form 
of goodwill and, as a result, intangibles are greater as a percentage 
of equity in the larger banks, which have been most active in ac- 
quisitions. As long as tangible capital levels are strong, a signifi- 
cant percentage of intangibles to capital does not pose a super- 
visory concern. 

Q.3. At this point, only the U.S. and Canada have minimum lever- 
age ratio requirements. Should U.S. bank regulatory agencies be 
comfortable with an international system for bank capital that does 
not impose such requirements in other countries? With the subjec- 
tivity involved with the Advanced Approach of Basel II, does this 
lack of a leverage ratio requirement concern you from the perspec- 
tive of international financial stability? 

A.3. The Basel Committee and national authorities will continue to 
monitor the impact of Basel II Pillar 1 capital requirements during 
the transition period of the Basel II framework and thereafter. 
Countries on the Basel Committee indeed want to ensure as much 
consistency as possible in implementing Basel II, and obviously 
agree on the goal of promoting financial stability more broadly. 
However, there are important legal, market, and cultural dif- 
ferences across countries that require a certain amount of national 
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discretion for the Basel II framework to be suitable for each indi- 
vidual country. This is not a new development; national discretion 
has been applied since the initial implementation of Basel I, and 
many differences exist today across countries in the application of 
capital rules. 

In all Basel member countries, Basel IPs Pillar 1 risk based cap- 
ital standard is being implemented in conjunction with other meas- 
ures under Pillars 2 and 3 to ensure that banks maintain adequate 
capital levels. Some countries impose supplementary minimum cap- 
ital standards, such as the leverage ratio requirements imposed by 
the United States and Canada. However, other countries employ 
different approaches, tailored to their specific institutional and su- 
pervisory regimes to ensure their comfort with banks’ overall cap- 
ital levels. Because Basel member countries are committed to iden- 
tifying potential differences across countries in their capital ade- 
quacy frameworks and the potential effects of those differences, 
members of the Accord Implementation Group (AIG) are sharing 
information on supervisors’ Pillar 2 techniques to assess banks’ 
capital cushions over the regulatory minimum. In this context, the 
AIG is collecting information on a variety of supplementary meas- 
ures of capital adequacy that members may be employing in their 
jurisdictions, and plans to report back to the Committee. In the 
case of the United States, the leverage ratio has served as a very 
valuable complement to the risk-based capital rules, and we believe 
it should continue to do so under Basel II. 

Q.4. The Standardized Approach would (1) be less costly than the 
Advanced Approach for both banks and agencies, (2) be less likely 
to substantially reduce capital requirements, and (3) have a lower 
chance of opening competitive disparities between U.S. banks of 
different sizes. Under these circumstances, why should the agen- 
cies not allow such an approach for any U.S. bank? 

A.4. The financial costs to a bank associated with implementing a 
much more simplistic framework would be lower than under the 
Advanced Approaches. But many of the costs being incurred by 
banks under the auspices of the Basel II Advanced Approaches are 
in our view costs associated with improving risk management more 
generally. In fact, the desire to avoid unnecessary regulatory costs 
is one reason why we have limited the number of banks that are 
required to be on Basel II and have tried to build Basel II on what 
banks are already doing. In contrast, the Standardized Approach 
bears little resemblance to what large, complex banks actually do 
to manage their risk. 

The concern that Basel II will unfairly tilt the competitive play- 
ing field is something that we and the other U.S. agencies take 
very seriously. Some have argued that the bifurcated application of 
Basel II within the United States could allow domestic banks that 
adopt the framework both lower minimum required capital charges 
on certain activities and lower minimum required capital require- 
ments compared with other domestic banks. Lower minimum re- 
quired capital charges would, it has been argued, translate into a 
cost advantage for adopters that would place non-adopters at a 
competitive disadvantage. In addition, some fear that adopters 
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would use any newly created excess regulatory capital to acquire 
smaller banks. 

In part to address these concerns, the banking agencies proposed 
revisions to the existing Basel I-based capital rules (so-called Basel 
lA) that would aim to mitigate potential competitive inequities. 
Furthermore, we want to emphasize that during the comment pe- 
riod for Basel II and Basel lA NPRs, we urge interested parties to 
give us specific advice regarding what else we may need to do to 
reduce any unintended consequences of Basel II. 

The Basel II Standardized Approach was designed for small, non- 
complex, and primarily domestic banking institutions and is some- 
what more risk sensitive than Basel I. It was intended to be used 
in those countries where, after the implementation of Basel II, 
Basel I would no longer be available. In contrast, the U.S. Agencies 
have not expected to eliminate Basel I-based rules for most of our 
banks and have not heretofore considered the Basel II Standard- 
ized Approach as an option for U.S. banks because of the additional 
costs and only marginal benefits expected. 

In deciding whether to allow our large, internationally active 
banks to use the Basel II Standardized Approach, the Agencies will 
have to carefully weigh the advantages and disadvantages of doing 
so. The disadvantages of Basel II standardized include (i) limited 
risk sensitivity — for example, first lien mortgage loans would gen- 
erally be assigned a 35 percent risk weight, other retail loans 
would generally get a 75 percent risk weight, and unrated cor- 
porate loans generally would get a 100 percent risk weight, in each 
case regardless of the creditworthiness of the borrower; and (ii) 
lack of meaningful connection between capital regulation and risk 
management. 

In the Standardized Approach, the relatively crude method of as- 
signing risk weights to assets, as well as an emphasis on balance- 
sheet risks as opposed to other risks facing financial firms, limits 
the overall responsiveness of capital requirements to risk, which 
renders that framework inadequate for supervising the largest and 
most complex banking organizations. It is quite telling that none 
of the largest foreign institutions signaled an intention to adopt the 
Standardized Approach in the QIS-5 study (see below). 


Number of observations in each cell classified as “most likely’’ 

Standardized 

approach 

FIRB approach 

AIRB approach 

GIO Group 1 

0 

23 

33 


Source: Federal Reserve calculations based on “Results of the Fifth Quantitative Impact Study,’’ Table 3, BCBS 

Note: Group 1 consists of the largest institutions, namely those that have tier 1 capital in excess of €3bn, are diversified, and are inter- 
nationally active. This table differs from the one in the BCBS study in that US banks are excluded. 


Q.5. The Advanced Approach of Basel II has been touted as ad- 
dressing safety and soundness concerns related to hidden and 
undercapitalized risks that large, complex banks now take under 
the current rules. In the results of QIS-4, what were the aggregate 
changes in minimum risk-based capital requirements for (a) 
securitized exposures, and (b) other off-balance sheet exposures? If 
the current rules are insufficient to address these complex risks, is 
it because they require too much capital, or too little capital? 

A.5. Relative to the current risk-based rules, the aggregate QIS- 
4 change in minimum required risk-based capital (MRC) for secur- 
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itization exposures was — 17.9%, while that for all other off-halance 
sheet exposures (including operational risk) was +40.3%. In addi- 
tion to the general caution that should he exercised when inter- 
preting QIS-4 results, several specific factors should be considered 
in the context of results for securitization exposures and other off- 
balance sheet exposures. 

Special Considerations When Interpreting QIS^ Results for 
Securitization Exposures 

First, with regard to securitization exposures, it should be noted 
that some key elements of the Basel II treatment are already incor- 
porated into the current risk-based capital rules as a result of revi- 
sions the agencies made to the U.S. rules in 2001 to address risk 
sensitivity and capital arbitrage concerns. These revisions were not 
adopted at the time by other countries, implying that U.S. banks 
faced more conservative risk-based capital charges against most 
securitization exposures than their foreign competitors. With the 
adoption of Basel II, the U.S. and foreign treatments for 
securitization exposures will be brought into alignment. Based on 
QIS-5 results, it is estimated that the Basel II treatment of 
securitization exposures will produce approximately a 10% increase 
in risk-based capital charges for non-LF.S. Group I banks, relative 
to Basel I. 

Second, most of the - 17.9% change in risk-based capital charges 
for securitization exposures in QIS-4 appears to reflect lower risk- 
weights under Basel II, compared to the current rules, for very 
highly-rated (e.g., AAA or AA) asset-backed securities held mainly 
in banks’ securities (ABS) portfolios. In QIS-4, this category also 
included residential mortgage-backed securities issued by Fannie 
Mae and Freddie Mac. Under Basel II, these very low-risk ABSs 
typically receive risk-weights ranging from 7% to 15%, compared 
with 20% under current risk-based capital rules. These Basel II 
risk-weights will better reflect the actual credit risks of these 
ABSs, and will provide more appropriate risk-based capital incen- 
tives for banks to hold low-risk securities and maintain adequate 
liquidity. While below-investment-grade ABSs will receive much 
higher capital charges under Basel II compared to current rules, 
the QIS-4 respondents held relatively small amounts of such in- 
struments. 

Lastly, the QIS-4 results do not reflect changes proposed in the 
recently issued Market Risk NPR that would increase risk-based 
capital charges for certain (unrated) high-risk, illiquid securitiza- 
tion exposures held in trading accounts. These revisions are in- 
tended, in part, to close an emerging loophole in our capital rules. 
In recent years, some banks have shifted such positions from the 
banking book to the trading account, where they currently incur 
much lower capital requirements. 

Special Considerations When Interpreting QIS^ Results for Other 
Off-Balance Sheet Exposures 

With regard to off-balance sheet exposures (excluding securitiza- 
tion exposures) the aggregate 40.3% increase in estimated MRC 
under Basel II was driven largely by the operational risk capital 
charge. Operational risk is one of the most important of the hidden. 
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off-balance sheet risk for which there is no explicit capital charge 
under the current risk-based capital rules. The estimated change in 
off-balance sheet credit exposures alone was - 10.0%; inclusive of 
the 1.06 multiplier this change would have been around —5.3%. 

Q.6. If the goal is to encourage sophisticated risk measurement and 
management to our largest banks, why can’t they be encouraged 
adequately through Pillar 2’s supervisory guidance and Pillar 3’s 
transparency through public disclosure? 

A.6. Pillar 2 and Pillar 3 are indeed vitally important elements of 
the Basel II framework, and should not be overlooked. Their value 
is enhanced and strengthened by linking them with the advanced 
Pillar 1 approaches. Key advantages of the advanced Pillar 1 ap- 
proaches of Basel II are that they: (i) encourage improvements in 
risk measurement and management at the participating banking 
institutions; (ii) facilitate the integration of minimum regulatory 
capital requirements with internal risk measurement and manage- 
ment processes; and (iii) provide a common risk measurement and 
management vocabulary for banks and supervisors to use. Another 
key objective of Basel II is to improve risk sensitivity of risk-based 
capital requirements at the largest U.S. institutions. 

In developing the Basel II NPR, the U.S. agencies did consider 
whether they should simply encourage risk management improve- 
ments at these large institutions and not tie those practices di- 
rectly to regulatory capital. But it became clear that for safety and 
soundness reasons the relative riskiness of these banks’ positions 
needed to be included in minimum regulatory capital measures, 
that is, in the advanced Pillar 1 approaches. Just looking at risk 
measurement practices and models (Pillar 2) does not provide the 
appropriate backstop that actual capital does; in turn, minimum re- 
quired capital measures at the largest institutions lack meaning 
when they are not risk sensitive. Additional disclosure of risk 
measurement and management (Pillar 3) without a discussion of 
the advanced Pillar 1 approaches would not necessarily represent 
an improvement over traditional risk management disclosures. We 
believe the Pillar 1 measures, when complemented by Pillars 2 and 
3, provide a sound framework for bankers, supervisors, and market 
participants to assess how capital and risk evolve over time. 

Q.7. If the mandatory banks operate under the Advanced Approach 
and other banks operate under Basel lA, how much do you expect 
capital requirements to change on average for the two groups of 
banks? Will that affect the competitive position of banks not using 
the Basel II Advanced Approach? 

A.7. At this point in the implementation process, we cannot esti- 
mate accurately what the average change in capital requirements 
would be for banks operating under the Basel II Advanced Ap- 
proaches and those operating under Basel lA. As you know, the 
Basel II proposal is now in the formal comment period. Under cur- 
rent implementation plans, we have overlapping comment periods 
for the two proposals so that commenters will be able to assess the 
potential effect of both proposals on their minimum required cap- 
ital positions and provide meaningful information to the agencies 
about the overall impacts of the proposals as well as identify areas 
of potential competitive pressure. 
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As we review and analyze public comments on both proposals, 
one objective we will keep in mind is to mitigate, to the extent pos- 
sible, areas of demonstrated negative competitive impact. However, 
we must also keep in mind the fundamental point that the Basel 
II Advanced Approaches are designed to be as risk-sensitive as pos- 
sible and the Basel lA proposal currently under interagency discus- 
sion is intended to fit within the structure of the existing broad- 
brush risk-based capital framework without imposing undue regu- 
latory burden on smaller financial institutions. It is inevitable that 
under the two frameworks similar exposures may be subject to dif- 
ferent minimum risk-based capital charges. As we move forward 
with implementing Basel II, we will continue to be mindful of po- 
tential competitive concerns and will propose and implement modi- 
fications to our capital rules as appropriate to address competitive 
issues. 
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The Subsidy Provided by the Federal Safety Net: 
Theory and Evidence 
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Abstract 

Views about the value to depository institutions of the federal safety net differ widely. Resolution of the issue is 
important because defining the appropriate relationship between the federal safety net and financial institutions is 
central to the design of efficient financial modernization strategies. A heuristic model is pre.sented of how the 
safely net subsidy affects the size of the banking system and the behavior of bank,s. Tlie model suggests that banks 
should have lower capital ratios than similar nonbank financial firms. Evidence is presented that supports this 
prediction and that banks have organized themselves in ways that take advantage of safely net benefits. 

Key words: banking, subsidy, safety net 


1. Introduction 

Views about the value to depository institutions of the federal safety net — federal deposit 
insurance, access to the Federal Reserve’s discount window, and direct access to the 
Federal Re.serve’s payments .system — differ widely. Some observers argue that there is a 
significant net subsidy, others that there is none at all — or that, to the extent there is a 
subsidy, it can be controlled equally well in either the bank holding company (BHC) or the 
bank subsidiary structure. Here, we argue that banking has benefited from the safety net. 
The paper begins with intuitive and analytical discussions of the nature of the safety net 
subsidy. Emphasis is placed on the importance of distinguishing between fixed and 
marginal costs and on the implications of our model for measuring the subsidy. We then 
turn to the issue of how, in practice, to measure, or at least to test for the existence of, the 
safety net subsidy and present some new empirical results. Finally, we examine whether 
banking organizations have structured themselves to take advantage of the safety net. 


2. The nature of the safety net subsidy 

The benefits to banks created by the federal safety net can be thought of as the confidence 
of hank creditors that banks will be supported in times of financial crisis. This confidence 
is based on banks’ access to federal deposit insurance, the Federal Reserve’s discount 
window, and Federal Reserve payment system guarantees. But none of these features by 
itself, is necessary for the expression of this confidence. Ultimately, this confidence is 
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created by the widely held belief on the part of the public and bank liability holders that, 
while individual banks may be allowed to fail, the banking system is hacked by the United 
States government , ' 

Alan Greenspan, chairman of the Federal Reserve Board, has argued that confidence in 
the government’s support of the banking system effectively grants banks access to the 
“sovereign credit” of the United States. Because access to the sovereign credit of the 
United States is limited to specific sets of institutions in our society, the associated 
benefits, or “rents,” are a subsidy to those favored institutions. Our use of the word 
subsidy is consistent with broad definitions of the word, which include the granting of 
implicit benefits, or privileges, by the government to a particular group.^ 

Part of the subsidy provided by the safety net — that part which can be actuarially 
evaluated— can be measured and in principle be offset by explicit charges for the services 
provided. However, measuring the value of the public’s absolute confidence in the 
government’s support of the banking system is extremely difficult. Therefore, determining 
an appropriate charge for this portion of the safety net is problematic. The U.S. 
government is the only entity that cannot become insolvent in dollar obligations. For this 
reason, absolute public confidence in the viability of the banking system cannot be 
reproduced in the private sector.^ 

Because of banks’ access to the safety net, bank creditors are willing to accept lower 
risk premiums on bank liabilities, thus lowering a bank’s weighted average cost of capital 
relative to what would otherwise be the case. For deposits fully insured by the FDIC, this 
risk premium is reduced essentially to zero, no matter how risky the bank’s assets. Other 
debt instruments also benefit, although to a lesser degree than insured deposits. The result 
is that banks enjoy lower total and marginal costs of funding, including lower capital 
ratios, than would otherwise be required by the market."* 


3. An analytical description of the effects of the safety net subsidy 

This section describes an analytical model of how the federal safety net affects the banking 
industry and suggests a test for the existence of the safety net subsidy. The presentation 
emphasizes the importance of distinguishing between fixed and marginal benefits and 
costs when attempting to understand the net effect of government benefits and costs on 
bank behavior. Most analyses of the safety net subsidy fail to make these distinctions. 


3.J . The marginal cost of funds for hanks 

As depicted in figure 1, in a world without government backing, the banking system faces 
a marginal cost of funds that rises as its holdings of liabilities increase, assuming that 
banks hold their leverage ratios and other relevant factors constant. Bank liability holders 
have different risk preferences, and profit-seeking bank managers minimize the cost of 
funds by first using funds raised from the least risk-averse liability holders. This marginal 
cost of funds curve is illustrated by MCi(i) in figure 1, where k is the banking system’s 
constant capital-to-assets ratio.^ 
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Fi^f’ure I. Possible competitive equilibria for the banking system. 


To maximize profits, banks equate the marginal cost of funds to the marginal revenue 
earned by deploying these funds. Therefore, in the no-subsidy world, the banking industry 
maximizes profits at point A (figure 1), holding assets of with a yield of /'i- Once the 
public accepts that the government suppons the banking system, the marginal cost of 
funds declines (in figure 1 from MC| (k) to MC 2 (/:)), because all bank liability holders now 
have confidence that, in a banking crisis, the system will be preserved.® Part of this support 
is explicit, through the deposit insurance fund, and for insured funds the risk premium is 
essentially zero. Thus, as illustrated by MC 2 (A), the marginal cost curve is flat until assets 
exceed the availability of insured deposits (this level of assets is denoted in figure 1 by Of) 
and then rises, although at a flatter slope than in the no-subsidy case because of 
government support implicit in times of financial crisis. 

With the introduction of government support, the banking system moves to a new 
(partial) equilibrium, denoted by point B. In this new equilibrium, the banking system is 
bigger (fi! 2 >ai) and the yield on assets is lower (r 2 <r,). 

The vertical distance between the marginal cost curve in the case of an unregulated and 
purely private banking system (MC,(A:)) and that in a credible government-backed 
banking system (MC 2 (i)) reflects the difference in the way market participants view their 
losses during extreme circumstances. As discussed in detail later, this suggests that a 
natural measure of the marginal value of the safety net subsidy in equilibrium is the 
distance BB’*' in figure 1 . Note also that, if economic times are good and bank failures rare, 
this distance may be small or even zero, while during bad times, this distance may be great. 
Thus, the measurement of the value of the subsidy at a particular time depends on the 
perceptions of market participants at that time.’ 

Similariy, the difference between these curves for any given bank can differ 
significantly based on the conditions faced by that bank at a given time. The curves 
presented in figure 1, being industry-based marginal costs, represent the summation of 
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individual banks’ marginal cost curves. Again, during good economic times, the 
dispersion across banks may be small. 

It is interesting to note that, while in our figure the marginal cost of insured deposits is 
constant and the cost of liabilities rises only after the ability of banks to attract insured 
deposits is exhausted, the marginal cost of insured deposits need not be constant and in 
practice almost surely is not. This can occur for several reasons. For example, all 
depositors do not value FDIC insurance similarly. Some would not put their funds 
anywhere but in an FDIC-insured account, whereas others are somewhat sensitive to yield 
differentials. If a bank seeks to attract this latter type of customer, it must eventually raise 
its rates on insured deposits. Also, since raising insured deposits is often heavily dependent 
on a branch network, at some point the marginal cost of building and maintaining branches 
will exceed the marginal cost of uninsured, wholesale deposits. In short, we would expect 
to observe use of a variety of funding sources, especially at the largest banks. 


3.2. The importance of distinguishing between fixed and marginal costs 

The fixed costs of access to the safety net are almost surely a large proportion of the costs 
imposed by bank regulations and examinations. Fixed costs include, for example, many of 
the costs associated with an examination, regulatory reporting requirements, compliance 
with consumer regulations, and other regulatoiy and supervisory activities. Small banks 
often argue that fixed costs are frequently quite large and independent of bank size and, 
thus, are relatively more burdensome on small than on large banks. Marginal costs, in 
contrast, vary with the level of an activity. For example, deposit insurance premium rates 
vary somewhat with the riskiness of the bank, and each new dollar of discount window 
loans is charged a (marginal) rate. Put differently, fixed costs cannot be avoided by a bank 
once the bank has made the decision to be a bank. Marginal costs vary with the size and 
other characteristics of the bank and result in large part from decisions the bank makes 
regarding how to conduct its ongoing business. 

Fixed costs enter our analytical framework through the average cost function, illustrated 
by AC| (i) and AC 2 (k) in figure 2. The fixed costs of the banking system are depicted by 
the point where the long-run average cost functions intersect the vertical axis (denoted by 
F), and the minima of the average cost functions are at points A and B, the points where 
marginal costs equaled marginal revenues in figure i , Average costs (per dollar of assets) 
borne by the banking system are denoted c^ in the no-subsidy case and c '2 in the subsidy 
case. The key point to note in figure 2, and a standard result of economic theory, is that the 
long-run equilibrium levels of output and interest rates are unchanged by the level of fixed 
costs. 

In practice, distinguishing between fixed and marginal costs is often quite difficult. For 
example, any level of bank examination, or even the anticipation of an examination, 
imposes fixed costs on a bank. But decisions by the bank regarding its degree of risk taking 
also can impose marginal examination costs because supervisors may spend more time 
examining the bank and perhaps imposing sanctions. While measurement difficulties 
make estimating fixed and marginal costs difficult, the distinction between the two is of 
more than academic interest. Marginal costs are relevant for understanding how a bank 
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Figure 2. Costs and profits for the banking system. 


will choose to behave in attempting to exploit any safety net subsidy, and such attempts are 
our primary concern. 


3.3. Profits and benefits from the subsidy 

A bank will exploit the marginal value of the safety net to the bank’s advantage regardless 
of whether the safety net’s total net benefits are positive or negative. For example, a bank’s 
decision regarding whether to shift low-cost funding downstream to an insurance 
subsidiary will not depend on the (largely fixed) costs the bank incurs when it undergoes a 
bank examination. Examination costs are borne by the bank whether the funds are 
downstreamed or not. 

In figure 2, the banking system’s profits are denoted by the rectangle /-jCjAZ in the no 
subsidy case, and ijCjBY in the subsidy case. In our drawing, profits with the subsidy 
exceed profits without a subsidy, but this does not have to be the case. If a subsidy also 
implies substantially higher fixed costs, say, as a result of regulatory or supervisory costs, 
profits could be lower in the case of a subsidy. Indeed, if fixed co.sts were high enough in 
either case, profits could be driven to zero or even become negative.* As noted later, in this 
latter case, capital (and probably firms) would exit the industry. 

While marginal benefits and costs are critical for understanding bank behavior in the 
presence of a federal safety net, there is one key circumstance where the total benefits and 
total costs of the safety net clearly enter a bank’s profit-maximizing calculations — when 
the bank seeks to detennine whether it should escape the costs of the safety net by giving 
up its bank charter. The fact that we do not observe banks voluntarily relinquishing their 
charters suggests that the total net benefits of the safety net are positive for the vast 
majority of banks. Indeed, many indicators strongly suggest that the bank charter 
continues to have significant value.® 
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The values of both total and marginal benefits will increase with upward shifts in the 
marginal revenue curve. In particular, new activities will provide new opportunities for 
banks to take advantage of the safety net by using funds raised at marginal costs below 
those of nonbanks already engaged in the same activities. Again, this is because the 
(subsidized) marginal cost of funding does not reflect the full risk premium that bank 
creditors would charge the bank if there were no safety net. Therefore, the riskier the 
activity, the larger is the spread between banks’ cost of funds and banks’ expected rate of 
return on the activity, assuming banks engage in risk-based pricing. 

These effects are illustrated using figure 3. Here, the nonbank equilibrium represents an 
industry that banks could not enter historically but are now permitted to enter. With the 
entry of banks, the marginal cost curve falls to and thus yields drop from to 

and assets increase from ngy to The firms in the industry prior to the entry of 
banks were profitable, but without access to the subsidy, these finns suffer losses as the 
new competitive yield is less than their breakeven yield (reven To survive, 
nonbank firms must lower their average and marginal costs or differentiate their products 
to increase marginal revenues, until their earnings rise enough to provide a competitive 
return on equity. 


3.4. How can we observe the subsidy? 

In the model just described, the marginal value of the subsidy depends, ceteris paribus, on 
the size and leverage of the banking industry. Returning to figure 1, as noted earlier, the 
safety net’s marginal value (in equilibrium) is the difference between the two marginal 
cost curves at 02 ', here, the distance BB*. Viewed in this light, measuring the value of the 





\ 





Figure 3. Bank and nonbank competiiion in new industries opened to banks. 
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safety net subsidy is clearly problematic, since the marginal cost curve of the 
nonsubsidized banking industry, MC, (k), is a hypothetical construct. 

A natural approach to estimating MC| (k) in figure 1 is to estimate a marginal cost curve 
for firms that are very similar to banks but lack access to the safety net. Unfortunately, it is 
extremely difficult to find such firms that also have publicly available data and traded debt 
sufficient to make reliable estimates. 

In contrast, the book value of leverage — defined as the ratio of a firm’s equity to 
assets — is relatively easy to observe. A leverage calculation can be made for any firm that 
makes a balance sheet publicly available. Of course, comparison of leverage across 
industries can be difficult because of different accounting conventions and business 
strategies and because the difficulty of controlling for a variety of industry factors bedevils 
leverage comparisons as well as marginal cost comparisons. 

Still, leverage is easier to calculate than marginal costs, and our analytical framework 
suggests that firms receiving benefits from the federal safety net, all other things equal, 
should operate with a lower capital-to-assets ratio. This is illustrated in figure 4, which 
shows that as the banks’ capital-to-assets ratio falls from kf^ to the marginal cost-of- 
funds curve rises (moving from MC^{kf^) to MC 4 (A:^)) for all liabilities except insured 
deposits (which, recall, are available to fund assets only up to ay). Note that an infinite 
number of marginal cost curves lie between MC 3 (k//) and MC 4 (k£), each characterized by 
a different leverage ratio." The jump in the marginal cost curve (MC 3 to MC 4 at a^) 
represents the risk premium demanded by the lowest cost, noninsured debtholder.'^ Again, 
in good times or for a well run bank, this may be a small jump; while in bad times or for a 
poorly run bank, it may be very large. 

Since each leverage ratio defines a different marginal cost curve, the possible 
equilibrium for the banking industry could be anywhere along the line segment CD, with 



Figure 4. The effect of leverage on banks’ marginal costs. 


41 



210 


1 32 MYRON L. KWAST AND S. WAYNE PASSMORE 

all levels of assets associated with this line segment larger than the level associated with an 
unregulated and purely private banking system (equilibrium point A). In fact, in a perfectly 
private and competitive market, as the capital-to-assets ratio falls, the rise in marginal 
costs should precisely offset the lower costs associated with less capital. 

However, we argue that, in practice, banks have strong incentives to substitute debt for 
equity, and so the equilibrium will tend toward C, the equilibrium characterized by a 
relatively low capita! ratio. In part, this is because debt finance has tax advantages. 
However, in the context of safety net effects, the key consideration is that bank 
debtholders, unlike debtholders of nonbank firms, expect that banking organizations will 
be protected during some, if not all, financial crises, thereby allowing them to avoid many 
of the substantial costs associated with bankraptcy. (The most extreme form of this 
expectation is held by bank creditors who believe that their banking organizations are “too 
big to fail”) Such expectations are probably strongest for (short-term) debt instruments 
that are more like deposits and probably are weakest for (longer-term) debt instruments 
that are more like equity.'^ Therefore, risk premiums on debt that is closely related to 
deposits are relatively smaller than those on debt instruments more like equity, providing 
bank owners and managers with a profit incentive to maximize their use of debt, all other 
things equal. 


4. Observing the safety net subsidy using leverage ratios 

The analytical approach advanced in section 3 suggests that the subsidy advantage of 
banks can be tested for, although not measured precisely, by comparing either the marginal 
cost schedules for funding or the equity-to-assets ratios of banks and their nonbank 
competitors. For the reasons already discussed, we focus our attention on equity ratios. We 
make a variety of comparisons because no one data set is ideal and because any cross- 
industry study is subject to substantial uncertainty. 

Our first set of comparisons is summarized in table 1, which provides data on publicly 
traded BHC and nonbank financial institutions’ equity-to-a.ssets ratios.'"* Because a 
primary goal of the FDIC Improvement Act (FDICIA) was to shrink the size of the safety 
net subsidy provided to banks, table 1 splits the total 1985-1997 sample period into pre- 
FDICIA (1985 through 1992) and post-FDICIA (1993 through 1997) periods. In this way 
we should be able both to roughly control for any “regime” change in regulatory policy 
due to FDICIA and examine whether evidence of such a regime shift exists. In the table, 
the average median equity-to-assets ratio for each type of finn is given pre-FDICIA 
(column 1) and post FDICIA (column 3). In addition, the differences between the average 
medians of the appropriate (large or small firm) BHC capital ratio and nonbank firms’ 
capital are given pre-FDICIA (column 2) and post-FDICIA (column 4). 

The results in table 1 indicate that, in both the pre- and post-FDICIA periods, large 
BHCs have considerably higher equity-to-assets ratios than large investment banks. 
Interpretation of these results is complicated by the fact that large investment banks hold 
relatively greater shares of their assets in very short-term, low-risk “matched book” 
securities. Once the low levels of capital needed to support matched book securities are 
taken into account, it appears that large investment banks’ lower capita! ratios relative to 
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Table L Average median equity-to-assets pre- and post-FDICIA (percent) 



Pre-FDICIA (1985-1992) 

Post-FDICIA (1993-1997) 

Type of Firm 

(1) Level 

(2) BHC-nonbank 

(3) Level 

(4) BHC-nonbank 

BHCs 

Large 

6.2 

NA 

7.9 

NA 

Small 

6.7 

NA 

8.9 

NA 

Investment banks 

Large 

3.7 

2.5 

3.5 

4.4 

Small 

21.9 

- 15.1 

27.3 

- 18.5 

Life insurance 

Large 

12.4 

-6.2 

8.0 

-0.2 

Small 

17.5 

- 10.8 

14.1 

-5.2 

Property-casualty 

Large 

15.9 

-9.7 

13.6 

-5.8 

Small 

26.5 

- 19,8 

27.5 

- 18.7 

Personal credit 

Large 

10.8 

-4.6 

11.0 

-3.1 

Small 

16.4 

-9.7 

17.9 

- 9.0 

Noncaplive finance 

Large 

11.3 

-5.1 

11.0 

-3.2 

Small 

18.5 

- 11.7 

19.4 

- 10.5 

Captive finance 

Large 

9.0 

-2.7 

9.8 

- 1.9 

Small 

14.7 

-7.9 

13.5 

-4.7 


Note: For all definitions see notes to Appendix tables A 1 and A2. Differences may not be exact due to rounding. 


BHCs diminish greatly or disappear.'^ Turning to comparisons with large life insurance 
companies, in the pre-FDIClA period, equity ratios at large BHCs were considerably 
below those at large life insurance companies, but this difference has shrunk considerably 
since FDICIA. Still, for 10 of the 13 years shown in table Al, the median equity-to-assets 
ratio at large life insurance companies exceeded the median ratio at large BHCs.'* 
Stronger patterns are evident in the comparisons between large BHCs and large property 
casualty insurers. In particular, capital ratios at large property casualty insurers are 
considerably above those at large BHCs both before and after FDICIA, although the 
difference declines by 40% between the two periods. Similar qualitative results are 
observed across all three classes of large finance companies — personal credit companies, 
noncaptive, and captive finance companies.'^ 

Comparisons across the small firm rows in table 1 demonstrate the critical role of size. 
While equity ratios at small BHCs rise relative to those at large BHCs, this increase pales 
in comparison to the increases at small nonbank financial institutions. Thus, the average 
median equity ratio at small BHCs is, in both the pre- and post FDICIA periods, always 
substantially smaller than the average median ratio at small nonbank firms. In addition, 
except for the comparisons with small investment banks where the small BHCs actually 
fall further behind small investment banks post FDICIA, the difference between small 
BHCs and small nonbank firnis is larger in the pre- than in the post FDICIA period. The 
decline in the gap is not always large, but a decrease does appear to exist. 
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The data presented in table 1 are consistent with three broad conclusions. First, with the 
understandable exception of large investment banks, BHC equity ratios are much lower 
than equity ratios at nonbank financial institutions. Second, FDICIA may have reduced 
somewhat the ability of BHCs to operate with lower capital ratios than do nonbank 
financial firms. The gap between equity ratios at BHCs and nonbank financial firms 
generally, but not always, narrows post FDICIA. Finally, with the exception of large life 
insurance companies, the post FDICIA differences remain quite large. 

An alternative comparison of capital ratios at banks and finance companies is provided 
in table 2. Here, commercial bank and finance company equity-to-assets ratios in only 
1996 are contrasted using a different data set — the Federal Reserve’s June 1996 Survey of 
Finance Companies and regulatory Call Report data — and a somewhat different 
methodology.'* Table 2 presents averages weighted by total assets, excludes finance 
company subsidiaries of BHCs, and separates firms into various size classes, including 
those used to define large and small firms in table 1 . 

As can be .seen in the last column of table 2, finance company equity ratios are 
considerably larger than tho.se at commercial banks. Size, once again, clearly is important. 
At firms with total assets between $1 billion and $10 billion, the finance company ratio is 
5,4% points above that of comparably sized commercial banks, while for finns under 
$1 billion the difference climbs to 9.0% points. 

In general, the market will require relatively risky firms to hold higher capital ratios. 
Since finance companies normally are viewed as having riskier portfolios than banks, this 
perception could account, at least in part, for the higher capital ratios at finance companies. 
In an effort to control for risk differences, we compare equity-to-assets ratios of 
commercial banks and finance companies that had equivalent S&P ratings on a bank’s 
uninsured long-term CDs and on a finance company’s long-term senior debt. Table 3 
presents the results of this analysis, as of each December 31 post-FDlClA; that is, 
from 1993 through 1997. All means are weighted by total assets and use data only for 
publicly traded companies that have i.ssued publicly traded debt rated by a major rating 
agency. 


Table 2. Equity-to-assets ratios of commercial banks and nonbank holding company finance companies (percent 

as of 6/30/96) 


Size Class 

Commercial Banks (CB) 

Finance (FC) 

CB-FC 

TA > $10 billion 

7.4 

9.5 

-2.1 


(70) 

(13) 


TA < $10 billion 

9.3 

14.8 

-5,5 


(9531) 

(191) 


$1 bil < TA < $ 10 billion 

9.0 

14,4 

- 5.4 


(319) 

(34) 


TA < $1 billion 

9.7 

IS.7 

-9.0 


(9212) 

(1.57) 


All 

8.3 

10.8 

-2.5 


(9601) 

(204) 



Notes: Number of finns in parentheses. All ratios are weighted by total assets. Commercial bank data from Call 
Reports. Finance Company data from the Federal Reserve’s 1996 Survey of Finance Companies. 
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Table S. Equily-to-assets ratios of commercial banks and finance companies with equivalent S&P ratings 
(percent as of December 31) 





Year 



No. of Firms, 

12/31/97 


1993 

1994 

1995 

1996 

1997 

S&P Rating - A 

(1) Cbmmercial banks (CB) 

7.6 

7.3 

7.6 

7.7 

7.6 

51 

(2) Finance companies (FC) 

10.4 

8.9 

9.3 

9.5 

lO.l 

8 

<3) CB-FC 

-2.8 

- 1.6 

- 1.7 

- 1.8 

-2,5 


S&P Rating = BBB 

(4) Commercial Banks 

8.1 

8.1 

8.6 

8.8 

9.2 

16 

(5) Finance Cbmpanies 

21.6 

21.1 

20.0 

18.8 

17.9 

5 

{6} CB-FC 

-13.5 

- 13.0 

- 11.4 

- 10.0 

-8.7 



Notes: All ratios are weighted by total assets. All data are from SNL securities database and are only for publicly 
traded companies. Rating for commercial banks is on a bank’s long-term uninsured CDs. Rating for finance 
companies is on a company’s long-term senior debt. 


As may be seen in row 3 of table 3, for firms rated single A, finance companies averaged 
equity ratios 2.5% points higher than that at banks in 1997 and between 1.6 and 2.8% 
points higher over the rest of the sample period. Differences are even more dramatic for 
banks and finance companies with debt rated BBB. The average ratio at commercial banks 
was 8.7% points below that at finance companies in 1997 and ranged from 10.0% points to 
13.5% points below the finance companies’ mean between 1993 and 1996. In contrast to 
the single A results, the difference in means for the BBB-rated firms declined during the 
post-FDICIA years. 

Our final set of comparisons (table 4) attempts to replicate the analysis of table 3 for 
comparison of commercial banks, property-casualty insurance companies, and life-health 
insurance companies. Unfortunately, it is not possible to do this exactly. The comparisons 
in table 4 use a different data set (Compustat), include only the largest firms (those with 
total assets of $10 billion or more), and use ratings on BHC senior debt.'® 


Table 4. Equily-to-assets ratios of bank holding companies, life and health insurance companies, and property 
and casualty insurance companies with equivalent S&P ratings (%) 





Year 



No. of Firms, 

in 1997 


1993 

1994 

1995 

1996 

1997 

S&P rating = A -f 

(!) Bank holding companies (BHC) 

7,3 

7.2 

7.3 

7.6 

7.8 

9 

(2) Property-casualty insurance (PCI) 

17.5 

17.9 

18.3 

18,5 

18.1 

4 

(3) BHC-PCI 

- 10.2 

- 10.7 

- II.O 

- 10.9 

- 10.3 


S&P ratings A 

(4) Bank holding companies (BHC) 

6.8 

7.1 

8.1 

8.0 

8.0 

7 

(5) Life-health insurance (LHI) 

8.2 

9.1 

9.5 

9.7 

9.5 

6 

(6) BHC-LHl 

- 1.4 

-2.0 

- 1.4 

- J.7 

- 1.5 



Notes: All finns have total assets of $10 billion or more. All ratios weighted by tola) assets. All data are from 
Compustat. Rating are for firms’ publicly traded senior debt. 
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Rows 3 and 6 of table 4 show that the weighted average equity ratios of both property- 
casualty and life-heaith insurance firms are uniformly above those of equally rated BHCs. 
The differences are particularly striking for the BHC-PCl comparisons, with equity ratios 
ranging from 10.2 to 1 1.0% points higher at the property-casualty firms. In both sets of 
comparisons, the differences show little variability overtime, with the differences in 1997 
being virtually the same as the differences in 1993. 

In sum, recent data on bank, BHC, finance company, and insurance company equity 
ratios strongly support the general conclusions reached from our analysis of table 1. That 
is, with the understandable exception of large investment banks, equity capital ratios at 
banks and BHCs generally are considerably below those of nonbank financial 
intermediaries, even in the post-FDICIA period. In our judgment, these continuing 
differences are quite likely due, in substantial part, to the fact that banks have direct access 
to the federal safety net. 


5. The structure of banking organizations 

Debate over whether the BHC subsidiary or the bank subsidiary organizational form is 
best at containing subsidies has focused on the current choice of organizational structures 
by banking organizations and on how bank subsidiaries might be constrained in their 
ability to absorb safety net subsidies. This section considers some key arguments put 
forward recently in this debate and examines some additional data that suggest further that 
banks have tended to behave in ways that take advantage of the safety net subsidy. 


5.1. The current structure of banking organizations 

It has been argued that, if a safety net subsidy exists, banks are the most direct recipients of 
that subsidy, and therefore the existence of a significant subsidy would imply that all BHCs 
would use the bank subsidiary structure for those nonbank activities that could be 
conducted either in the bank or in a BHC affiliate. Whalen (1997) presents data to show 
that, as of 1996, banking organizations in fact have chosen both structures in a large 
number of cases. Whalen views this evidence as being either inconsistent with the 
widespread existence of a substantial subsidy or as suggesting that the subsidy is the same 
for both the bank subsidiary and the BHC subsidiary organizational forms. 

In our view, while banks indeed are the direct recipients of the safety net subsidy, such 
data on banking organizations’ choices of structure do not make a persuasive ca.se for the 
lack of a significant safety net subsidy. As a general matter, we would expect to observe 
both bank subsidiary and BHC subsidiary structures, since prudent managements will 
weigh all relevant factors, in addition to the value of the safety net, when deciding on the 
best organizational structure. For example, in past years, BHCs have moved many 
activities out of the bank to avoid geographic restrictions. Over time, some of these bank 
affiliates have established names (or already had established names when they were 
purchased by a BHC) and an interstate network whose value would be reduced if 
subsumed within a bank. In addition, shifting existing activities back to the bank can have 
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adverse tax implications. Finally, some of these activities may not be both asset intensive 
and relatively risky and, hence, may not benefit significantly from subsidized bank funding. 

More important, Whalen’s methodology ignores the fact that banking organizations’ 
ability to exploit a safety net subsidy directly in the bank has improved over the last decade 
as legal barriers to interstate banking have declined. The removal of legal restrictions 
imposed by the states on geographic diversification began in earnest during the mid-1980s. 
By the passage of the Riegle-Neal Act by Congress in late 1994, only Hawaii had not 
enacted some form of interstate banking at the state level. 

The progressive relaxation of legal constraints on interstate banking suggests that a 
more compelling test of whether banking organizations prefer a bank or a bank holding 
company subsidiary structure would be to examine trends over the last decade in the 
structure of banking organizations. In addition, rather than focusing on the number of 
subsidiaries in each structure, a more persuasive approach would be to look at the 
proportion of the total dollar volumes in various organizational structures and how these 
proportions have changed over time. Dollar volumes are particularly important because 
the subsidy would be greatest for those activities in which the bank must acquire 
significant funding and smaller for those activities in which the bank acts only as a broker. 
A tendency for banking organizations to move permissible activities back into the bank as 
geographic restrictions were relaxed would be consistent with the view that banks are the 
most direct recipients of the safety net subsidy and that banking organizations seek to 
structure themselves in ways that take advantage of that subsidy. 

Table 5 presents our calculations of the dollar value and the percent of total BHC assets 
in nonbank subsidiaries of bank holding companies for selected activities that can be 
conducted in both a bank and a BHC subsidiary over the years 1986 through 1997.^” The 
dollar value of total BHC assets is also given in the penultimate row of table 5. The 
activities selected are major activities that can be conducted in both a bank and a BHC 
subsidiary. Given that total BHC assets increased by 46% between 1986 and 1994 (and by 
89% from 1986 to 1997), a substantial decline overtime in the percent of assets held at the 
BHC subsidiary level would be consistent with the migration of such activities from 
holding company subsidiaries back into the bank. A decline in dollar values would be 
further supportive of this view. 

The results shown in table 5 indeed are consistent with the view that, over the last 
decade, BHCs have been moving those activities that could be conducted in banks from 
BHC subsidiaries back into the bank. Looking at the last row of the table, a steady decline 
in the percent of BHC assets held in BHC subsidiaries in the included activities is clear. 
For example, the percentage of the included activities in BHC subsidiaries fell from 
around 3.8% in 1986-1988 to about 1.8% in 1993-1994. More specifically, the drop 
between 1986 (3.83%) and 1994 (1.68%) was 56%. Even for the three years of data after 
the break in series, the percentage falls from 2.4% to 2.0%. 

Equally striking, the percentages for the three most important individual activities — 
commercial finance, mortgage banking, and consumer finance — all show substantia) 
declines. In addition, the nominal dollar assets in all three of these activities declined, even 
across the break in series. 

It is interesting to observe that the activities most frequently transferred back into the 
bank are finance intensive. The two activities that require relatively little financing — data 
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Table 5. Assets of selected nonbank subsidiaries of bank holding companies by type of activity, 1988-1997 
($ billions and percent of BHC assets) 



New Report 





Year 





Activity 

1997 

1996 

1995 

1994 

1993 

1992 

1991 

1990 

1989 

1988 

1987 

1986 

Commercial finance 

27.5 

25.0 

31.3 

23.1 

20.1 

16.2 

18.0 

23.9 

26,7 

37.1 

34.1 

30.0 


0.58% 

0.59% 

0.80% 

0.63% 

0.60% 

0.52% 

0.60% 

0.80% 

0.92% 

1.40% 

1.32% 

1.20% 

Mortgage banking 

24.5 

16.9 

24.9 

12.1 

19.4 

19.2 

20,8 

22.1 

30.3 

27.8 

29.6 

34.2 


Q.52% 

0.40% 

0.64% 

0.33% 

0.58% 

0.62% 

0.69% 

0.74% 

1.05% 

1 .05% 

i.I5% 

i.37% 

Consumer finance 

22.1 

20.1 

20.6 

17.0 

14.5 

11.8 

15.7 

18.8 

23.6 

24.0 

25.2 

22.2 


0.47% 

0.48% 

0.53% 

0.47% 

0.43% 

0.38% 

0.52% 

0.63% 

0.82% 

0.90% 

0.98% 

0.89% 

Leasing 

!2.8 

13.7 

10.6 

6.2 

5.2 

5.6 

6.7 

9.4 

11.5 

9.6 

9.0 

6.8 


0.27 

0.32% 

0-27% 

0.17% 

0.15% 

0-18% 

0.22% 

0.31% 

0.40% 

0.36% 

0.35% 

0.27% 

Data processing 

4.6 

5.! 

3.2 

2.3 

1.9 

1.8 

1.7 

2.2 

2.0 

1.9 

2.0 

1.8 


0.10% 

0.12% 

0.08% 

0.06% 

0.06% 

0.06% 

0.06% 

0.07% 

0.07% 

0.07% 

0.08% 

0.07% 

Insurance’ agency 

3.5 

3.1 

2.2 

0.5 

0.7 

0.4 

0.4 

0.3 

0.6 

0.3 

0.5 

0.4 


0.07% 

0.07% 

0.06% 

0.01% 

0.02% 

0.01% 

0.01% 

0.01% 

0,02% 

0.01% 

0.02% 

0.02% 

Total included 

nonbank activities 

95.0 

83.9 

92.8 

61.2 

61.8 

55.0 

63.3 

76.7 

94.7 

100.7 

100.4 

95.4 

Total BHC assets 

4705.6 

4225.7 

3909.3 

3640.4 

3371.3 

3091.9 

3011.8 

2984.5 

2894.5 

2654.2 

2576.3 

2491.6 

Included nonbank 

as % of total BHC 

2.02% 

1.99% 

2.37% 

1.68% 

1.83% 

1.78% 

2.10% 

2.57% 

3.27% 

3.80% 

3.90% 

3.83% 


Notes: The nonbank activity reporting system changed in 1995. For 1995 onward, individual subs are grouped to 
approximate the groupings used in the years 1986-1994. Therefore, changes between 1995 and earlier years 
should only be viewed as general trends. Data are from the F-R Y-1 IAS for 1986-1994, and the FRY-1 IQ and FR 
Y-llIfor 1995 and 1997. 

proces,sing and insurance agency — .show little change in their percentages of total BHC 
assets. These facts are consistent with our analytical framew'ork, which predicts that the 
primary means by which banks can take advantage of the safety net subsidy is via lower 
funding costs. 

Qualitative impressions gained from a survey of Reserve Bank supervisory staff are 
consistent with the empirical results just discussed. While emphasizing the importance of 
case-by-case factors. Reserve Banks reported that the trend over many years has been for 
large BHCs to consolidate nonbank operations into the bank, in some cases through the 
direct transfer of nonbank subsidiaries. However, Reserve Banks noted that BHCs rarely 
formally transfer a nonbank subsidiary to a bank through organizational restructuring; 
instead, the activity is often transferred by booking transactions in the bank and by 
permitting the nonbank BHC subsidiary to wind down and become less active. Despite this 
observation, in early 1997, Reserve Banks reported more than 20 instances since the 1980s 
where “material” nonbank subsidiaries were transferred directly under the bank. In 
contrast, no cases were identified of significant credit-extending activities being moved 
from a bank to a BHC subsidiary. More recent data suggest that these trends have 
continued. In addition, supervisory staff report that a trend appears to be emerging in 
which agency functions are performed increasingly at the BHC, and principal activities 
requiring financing are conducted at the bank subsidiary. 

When asked why they might prefer conducting nonbank activities in a bank, banking 
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organizations typically cite three reasons: (1) lower funding costs and improved liquidity, 
(2) elimination of sections 23A and 23B restrictions,^' and (3) operating efficiencies. The 
first two reasons are highly consistent with efforts to maximize the subsidy provided by the 
federal safety net. 


6. Concluding remarks 

While reasonable people can differ on the size of the safety net subsidy, the available 
evidence strongly suggests that the subsidy has real value to banking organizations. 
Moreover, banking organizations appear to organize themselves in ways that allow them 
to take advantage of safety net benefits. To some extent this is inevitable, since the subsidy 
is a necessary product of public policies designed to deter and limit a systemic crisis in the 
banking and financial system. This value, however, does not come without cost. The safety 
net reduces market discipline, gives banks an incentive to exploit the moral hazard 
inherent in any insurance scheme, and provides banks with a competitive advantage over 
nonbank providers of financial services. To reduce moral hazard incentives and limit 
extension of the safety net subsidy, an extensive structure of supervisory and regulatory 
policies has been constructed. 

Many critics of the current bank regulatory system maintain that, to the extent a safety 
net subsidy exists, it is preferable to eliminate the subsidy (and the corresponding 
regulatory burdens) rather than attempt to contain the subsidy through restrictions on 
banking structure. Advocates of this view generally argue that public policy should go 
considerably further than the FDICIA and other reforms that were aimed at reducing and 
limiting the safety net subsidy and, more recently, at reducing regulatory burden. 

When considering such policies, it is important to remember that the safety net also 
provides benefits and that these benefits are the reason for its existence. From a public 
policy point of view, the safety net helps to ensure a stable banking and financial system, 
the substantial benefits of which accrue not only to banks but to the entire nation. 
Moreover, it is critical to recall that the value of the safety net is lowest when economic 
growth is robust and the financial condition of banks is strong. Equally critical, the value of 
the subsidy soars when the economy turns sour and banks start to look shaky. Therefore, 
while the safety net subsidy can and perhaps should be reduced further, complete 
elimination of the subsidy would either entail risk to the economy as a whole or impose 
higher private costs on the banking system. Indeed, it seems likely that reducing the value 
of the safety net to the point where market participants ceased to consider government’s 
role in the banking system would likely impose very high costs on healthy banks and their 
customers. 

Given these considerations, not to mention the risk that the political process might 
expand coverage of the federal safety net, it seems prudent to design financial 
modernization strategies in ways that reinforce recent and continuing efforts to maintain 
the safety net’s public benefits and minimize its costs. A core component of such a strategy 
is to minimize the chances that safety net protections will be expanded into new activities 
and beyond insured depository institutions. While, in our judgment, expanded powers for 
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banking organizations are essential for many reasons, it is also our view that such powers 
should not be financed with expanded taxpayer subsidies. 


Appendix 


Table Al. Comparison of bank holding company and nonbank equity-to-assels ratios (%) 


Bank holding companies Investment banks Life insurance companies Property-casualty companies 


Large Small All Large Small All Large Small All Large Small All 

Year (median) (median) (mean) (median) (median) (mean) (median) (median) (mean) (median) (median) (mean) 


1985 5.8 

6.2 

6.2 

3.3 

20.5 

25.5 

15.6 

22.0 

19.8 

15.8 

23.0 

24.4 

1986 6.0 

6.3 

6.4 

2.9 

19.8 

24.7 

15.9 

22.5 

21.9 

17.6 

28-6 

26.6 

1987 5.9 

6.9 

6.5 

3.7 

22.9 

25.5 

14.4 

21.7 

20.7 

17.0 

26.2 

25.9 

1988 6.3 

6.6 

6.6 

4.0 

25.3 

26.9 

I4.I 

19.9 

20.8 

16.6 

24.9 

24.7 

1989 6.2 

6,9 

6.7 

4,0 

24.6 

24.7 

10.1 

16.4 

16.8 

16.0 

25.6 

25.4 

1990 6.0 

6.8 

6.5 

3,7 

21.6 

25.9 

9.5 

13.2 

15.2 

14.8 

27.2 

24.2 

1991 6.5 

6.8 

6,7 

4,1 

19.7 

25.1 

9.6 

11.5 

14.8 

14.9 

28.8 

26.4 

1992 7.2 

7.5 

7.4 

3.9 

20.5 

24.2 

10.2 

!3.1 

13,5 

14.3 

27,8 

26.5 

1993 8.0 

8.5 

9.0 

3.4 

25.0 

25.8 

9.3 

14.0 

!4.3 

I5.I 

26,9 

28.0 

1994 7.5 

8,5 

8.7 

4.1 

26.9 

28.1 

7.4 

12,5 

14.5 

12.2 

24.8 

25.7 

1995 7.9 

9.1 

9.1 

3.4 

27.4 

29.2 

8.7 

14.7 

15.0 

13.5 

27.7 

28.4 

1996 S.l 

9.1 

9.1 

3.3 

28.6 

29.2 

7.4 

14.7 

14.! 

13.0 

28.2 

28.2 

1997 7.8 

9.1 

9.1 

3,1 

28.8 

29.5 

7.3 

14.6 

!4.9 

14.3 

30.1 

30.1 


Notes: Large intermediaries are those with $10 billion or more in total assets. Small Intermediaries are all others 
appearing in Compustai. Each firm was classified into a size group according to the value of its total assets in the 
most recent year for which data for the firm were available. Fluctuations in a column from one year to the next are 
partly due to changes in the .set of firms for which Compustai offers data. Means are unweighted averages of 
individual film’s equity-to-asset ratios. 

All data are taken from the June 1998 Compustai tape. Becau.se the fiscal year-end dates of institutions differ 
and because year-end data appear in Compustai with a lag, computations based on tapes released earlier in 1998 
may reflect incomplete data for 1997. 

Bank holding companies are those Compustai firms with DNUM (roughly, SIC code) values from 6020 to 
6028. Investment banks are those with DNUM in the range 62 10-6219. Life insurance companies are in the range 
6310-6319. Property-casualty insurers are in the range 6330-6339. All ADR firms, as well as Berkshire 
Hathaway, were omitted from calculations. 

Equity-to-assets ratios are measured as stockholders’ equity less the carrying value of any redeemable 
preferred stock. Firms with zero loial assets or with negative equiry-to-assets ratios were dropped from the 
analysis. 
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Tabie A2. Equity-to-assets ratios for various categories of finance company {%) 


“Personal credil companies” 

Noncaptive finance companies 

Captive finance companies 

All finance companies 

Large 

Small 

Ail 

Large 

Small 

All 

Large 

Small 

All 

Large 

Small 

All 

Year (median) 

(median) 

(mean) 

(median) 

(median) 

(mean) 

(median) (median) (mean) (median) (median) (mean) 

1985 10.7 

14.4 

20.1 

11.8 

22.6 

24.4 

8.2 

18.4 

13.8 

10-9 

21.0 

23.4 

1986 9,6 

15.3 

19.6 

iO.l 

21.1 

26.6 

7.5 

14.9 

12.7 

9.7 

20.7 

25.4 

1987 11.7 

16.2 

19.8 

11.7 

19.4 

25.4 

8-5 

14.4 

12.4 

U.6 

17.0 

24.0 

1988 11.3 

19.2 

23.5 

11.3 

19.0 

28.1 

8.4 

13.9 

12.1 

10.8 

18.7 

26.6 

1989 10.4 

16.2 

21.8 

11.4 

16.1 

25.9 

9.2 

13.5 

11.7 

J!.2 

!5.7 

24.3 

1990 li.O 

16.8 

22.3 

11.3 

16.5 

27.1 

9.7 

13.5 

11.7 

113 

16.5 

253 

1991 !l.l 

16.5 

20.9 

11.8 

16.0 

26.4 

10.1 

14.2 

11.8 

11.4 

15.4 

24.6 

1992 10.6 

16.5 

J8.7 

11.3 

17.0 

24.8 

10.2 

14.4 

12.5 

10.7 

16-5 

23-5 

1993 10.3 

16.4 

19.3 

10.6 

19.5 

253 

10.5 

15.1 

13.7 

10.5 

17.8 

24.0 

1994 10.4 

15.4 

19.0 

iO.3 

19-1 

24.5 

10.4 

14.1 

12.0 

103 

17.8 

23.1 

1995 11.3 

19.1 

23.3 

!1.0 

18.9 

24.0 

9.7 

13.2 

12.4 

10.6 

17.9 

22-9 

1996 n.6 

17.4 

25.0 

11.3 

18.6 

25.8 

9.2 

12.2 

12.4 

!t.O 

16.8 

24.6 

1997 n.5 

21.2 

23.0 

11.9 

20.8 

24.6 

9.3 

13,0 

13.1 

M.O 

19.2 

23.5 


Notes: Lar^^e finance companies are those with $10 billion or more in total assets, Small finance companies are all 
others appearing in Compustat. Each finn was classified into a size group according to the value of its total assets 
in the most recent year for which data for the film were available. Fluctuations in a column from one year to the 
next are at least partly due to changes in the set of finns for which Compustat offers data. Means are unweighted 
averages of individual firm’ equity-lo-asset ratios. 

All data are taken from the June 1998 Compu.stal tape. Because the fiscal year-end dates of institutions differ 
and because year-end data appear in Compustat with a tag. computations based on tapes released earlier in 1998 
may refiecl incomplete data for 1997. 

Personal credit companies are those Compustat firms with DNUM (roughly, SIC code) values of 6140 or 6141. 
Captive finance companies are the finance company affiliates of Ford. GM. Chrysler. Toyota, Xerox. IBM, Pitney 
Bowes. John Deere, and McDonnell Douglas. Noncapiives are all others with DNUM in the ranges 6150-6159 
(business credit) and 6172 (leasing companies) as well as the personal credit companies. 

All ADR firms were omitted from calculations, as was Dean Witter Discover. GE finance subsidiaries and 
Associates Corp. and Household Finance units each appear twice in Compustat; only the lower-level subsidiary of 
each was included because the higher level appears to be a holding company controlling a wide variety of types of 
financial intermediary. 

Equity-to-assets ratios are measured as stockholders’ equity less the carrying value of any redeemable 
preferred stock. Firms with zero total assets or with negative equity-to-assets ratios were dropped from the 
analysis. 
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Notes 

1 . We emphasize that preservation of the banking system does not imply protection of any individual bank. In 
our view, no bank should be considered too big to fail in the sense that existing stockholders can lose all, 
current management be replaced, uninsured liability holders take losses, and the remaining firm be shrunk or 
sold in an orderly manner. 

2. As defined in The New Encyclopedia Britannica (1992, p, 344). a subsidy is “a direct or indirect payment, 
economic concession, or privilege granted by a government to private firms, households, or other 
governmental units in order to promote a public objective.” 

3. As we discuss later, individual banks could manage themselves so that investors view them as virtually risk 
free, but it is not clear that such a high level of “safety and soundness” is in the public, much less the 
private, interest. 

4. This argument is not new. For example, Peltzman made a very similar point in his discussion regarding the 
substitutability of deposit insurance and capital in Peltzman (1970). 

5. In figure 1, the horizontal axis measures total assets (a) in the banking system, and the vertical axis 
measures interest rates (r) earned on assets or paid on liabilities. Market demand for bank assets is 
represented by the downward sloping demand curve, D, and its coiresponding marginal revenue curve, MR. 
The notion of costs embodied in MC,(A') is the broadest possible and includes regulatory and supervisory 
costs. Since the equity-lo-assets ratio is held constant along a given marginal cost curve, there is a simple 
linear relationship between assets and liabilities, which allows assets, rather than liabilities, to be 
repre.sented on the horizontal axis. 

6. Note that the lower marginal cost of funds has nothing to do with the rl.sk-spreading benefits of deposit 
insurance but rather derives from government guarantees supported by access to the sovereign credit of the 
United Stales, Some have argued (see Ely, 1997) that the risk-spreading nature of federal deposit insurance 
is key. If this were true, the private sector could provide such insurance. In our view, no private insurer, or 
group of insurers, can credibly indemnify systemic risk — a fact that explains the failure of the few private 
and even staie-govemment-supponed deposit insurance plans. In addition, we see no evidence that either 
banks or their customers view the FDIC’s primary benefit as spreading risk among depository institutions. 
Rather, the benefit is the security that only access to government guarantee.s can provide. Last, if, as Ely 
argues, the key problem with federal depo.sii insurance is the fact that low-risk banks subsidize high-risk 
banks, then a private deposit insurer should be able to “cherry pick” the low-risk banks into il-s own plan. 
The fact that no such private insurer ha.s arisen is further evidence that there is (much) more to federal 
deposit insurance and the rest of the safely net than risk spreading across banks. 

7. Indeed, the prolonged good health of the U.S. banking system since 1992, and the resulting low-risk 
premiums on most banks’ liabilities, likely help explain why many bankers today argue strongly that there is 
no .safety net subsidy. However, the extreme turmoil In the capital market in September and October 1998 
and the subsequent minimal adverse effects on the banking system, highlight the importance of government 
support of the banking system. 

8. Thus, shareholders (as opposed to bondholders who clearly benefit) may or may not benefit from the 
presence of the safety net subsidy. 

9. For example, from 1980 through 1997, 3,621 new insured banks were formed. More generally, calculation 
of the net benefits of being a bank is complex. While net benefits of the safely net subsidy may be small in 
good times, even small values accumulated over a long time horizon can yield a substantial present value for 
the safety net subsidy. In addition, a bank needs to consider the value of the subsidy over the course of the 
business cycle, where the subsidy increases significantly in value during a recession. 

10. Of course, it is possible for the marginal cost curve to shift down by a small enough amount to allow 
' new > 'even- However, as is the case for the example discussed in the text, this equilibrium is not sustainable. 
Nonbanks must either lower their marginal costs to the level of banks or raise marginal revenues. 

1 1. In figure 4, the equity-ro-assets ratio is fixed along a given marginal cost curve, allowing us to graph assets 
on the horizontal axis. In contrast to figures 1-3, across marginal cost curves the ratio is not fixed, meaning 
that assets are not the same along the horizontal axis for two marginal cost curv^es. However, since the 
equity ratio fails as the marginal cost curve rises, the direction of change in optimal assets is correct for a 
changing equity-io-assets ratio, making our geometric misrepresentation a minor concern. 
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)2. In figure 4, this premium is depicted as a constant for all levels of noninsured debt. However, this clearly 
need not be the case (indeed, as discussed shortly, it probably is not the case), and our analytical framework 
does not depend on this assumption. 

13. This view is consistent with that of safety net reform proposals that advocate requiring increased use of 
subordinated debt by banks. See Litan and Rauch (1997). 

14. The data in table I are based on the annual data given in appendix tables A1 and A2, all of which are drawn 
from Compustat. Because only BHC data appear on Compustat, we are forced to use BHCs, not banks. 
However, since over our period of analysis the bank(s) portion of a BHC constituted the vast majority of the 
assets for virtually ail BHCs, use of the BHC data should not seriously distort our comparisons. 
Nevertheless, this deficiency in the data is one reason we examine other comparisons, most of which use 
bank data. 

1 5. To investigate this conjecture, we adjusted the balance sheets of the three largest investment banks — Merrill 
Lynch, Morgan Stanley, and Salomon — by assuming that their current ()997) short-term liabilities are used 
to fund inventories and marketable securities and separating these liabilities (and a corresponding amount of 
assets) into a “matched book” business. We then assumed that this line of business had a 2.5% capital 
requirement (the minimum amount required of Freddie Mac and Fannie Mae for their portfolios and 
probably much less than that required by the SEC) and allocated the remaining capital to the investment 
bank’s other activities. As a result of these adjustments, the equity-to-assets ratio on the finn’s other 
activities rose to 7.2% for Merrill Lynch. 6.4% for Salomon, and 13.9% for Morgan. This calculation, while 
suggestive, is clearly rough. On the one hand, it may understate the adjusted capital ratios because the 
capital needed for a matched book of securities may be less than assumed here. On the other hand, our 
e.stimate of the size of the matched book may be too large. 

16. Interpretation of the results for large insurance companies is especially difficult because many of the largest 
insurers are mutual organizations and so not included on Compustat. Seven of the 10 largest life insurers are 
mutual firms, as are 3 of the top 10 property-casualty companies. The relatively lower capital ratios at 
insurance companies over the past several years may be partly accounted for by the increasing use of 
“separate account” assets by insurance companies. These assets are transparent to the policyholder, transfer 
the market risk of assets from the insurance company to the policyholder, and limit the policyholder’s 
exposure to the possible insolvency of the insurance company. All these characteristics of separate account 
assets imply that insurance companies need to hold relatively less capital than if their assets consisted 
exclusively of “general account” assets. 

17. By captive finance companies, we mean firms that are closely associated with a parent corporation (e.g., 
General Motors Acceptance Corporation. Ford Motor Credit). However, it is important to note that 
separating captive and noncaptive finance companies is a very uncertain undertaking. This is because even 
finn.s that claim to be noncaptive often appear to benefit from substantial explicit guarantees (not to mention 
implicit guarantee.s) from a deep-pocket parent. 

18. The 1996 Survey of Finance Companies is described in Augu.st et al. (1997). 

19. Use of the BHC’s rating rather than the rating on a bank’s long-term CDs introduces some distortion into 
our comparisons because a BHC typically is rated slightly lower than its lead bank. However, for the reason 
discus.sed in note 14 and because rating differences (and their intere.st rate implications) are especially small 
during good economic times, we believe that any distortion to our comparisons is minor. In addition, it is 
worth noting that we made other comparisons using the Compustat data but excluded them from the table 
because they either repealed earlier results or too few firms were in the groups. Nevertheless, we note that 
comparisons using smaller firms reinforce the results given in table 4, and comparisons of BHCs' and 
finance companies’ equity ratios reinforce the conclusions drawn from table 3. Data to make similar 
comparisons between commercial and investment banks are not available. 

20. As noted in the table, there is a break in series in 1995 that makes interpretation across this date difficult. 

21. Sections 23 A and 23B of the Federal Reserve Act limit credit transactions and asset purchases between a 
bank and its holding company affiliates and require that such transactions occur at arm’s length. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SARBANES 
FROM DIANA L. TAYLOR 

Q.l. The Advanced Approach of Basel II has been touted as ad- 
dressing safety and soundness concerns related to hidden and 
undercapitalized risks that large, complex banks now take under 
the current rules. In the results of QIS-4, what was the aggregate 
change in minimum risk-based capital requirements for securitized 
exposures? For other off-balance sheet exposures? If the current 
rules are insufficient to address these complex risks, is it because 
they require too much capital, or too little capital? 

A.I. 

Securitized Exposures 

The Banking Department (like other members of CSBS) has only 
seen the public report on the QIS-4 results, so we can’t provide any 
new information about the changes in minimum risk-based capital 
requirements for securitized exposures found in QIS-4. The paper, 
“Summary Findings of the Fourth Quantitative Impact Study,” re- 
leased by the federal agencies in February 2006, includes little spe- 
cific mention of changes in capital for securitized assets, but does 
show weighted average and median changes in required capital in 
Table 4. The weighted average change in minimum regulatory cap- 
ital for securitized assets at the QIS-4 banks was - 17.9%, and the 
median change was —39.7%. However, there is no discussion of 
these median and average changes, nor of the types of securitized 
assets held by QIS-4 banks, in the text of the paper. 

Basel II proposes three different approaches to calculating cap- 
ital for securitization exposures: the Ratings-Based Approach 
(RBA) for securitizations with external ratings, the Internal As- 
sessment Approach (lAA) and the Supervisory Formula Approach 
(SFA) for unrated securitizations. Banks allowed to use the lAA ap- 
proach map their own assessments of the credit risk of their 
securitization exposures to external ratings and then use the RBA 
risk weights. The reduction in risk-weighting for investment-grade 
rated securitizations, and those with inferred investment grade rat- 
ings, is significant under Basel II: 

REPRESENTATIVE RISK WEIGHTS FOR SECURITIZATIONS WITH EXTERNAL RATINGS (OR INFERRED 

RATINGS) 


Long-Term rating Current (%) Basel II RBA— base (%) 


AAA 20 7 12 

AA 8 15 


A-e 50 10 18 

A 12 20 

A- 20 35 


BBB-h 100 35 50 

BBB- 60 75 

BBB 100 100 


BB-i- 200 250 250 

BB 425 425 

BB- 650 650 
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REPRESENTATIVE RISK WEIGHTS FOR SECURITIZATIONS WITH EXTERNAE RATINGS (OR INFERRED 

RATINGS) — Continued 


Long-Term rating 

Current (%) 

Basel II RBA — senior posi- 
tions {%) 

Basel II RBA — base (%) 



Deduct 

Deduct 




If most of the securitizations held hy the QIS-4 banks were at 
least investment ^ade or could be inferred to be at least invest- 
ment grade, then it is clear that these banks would report signifi- 
cant declines in required capital for their securitization portfolios. 
As mentioned above, the QIS-4 report contains no information 
about the portfolio breakdown for participating banks, although the 
QIS-4 worksheets and questionnaire requested extensive informa- 
tion about banks’ securitized asset portfolios: for example, the expo- 
sures for which each of the three capital calculation methods apply, 
the amount of credit risk mitigation (collateral and guarantees) 
that banks applied to each exposure type, and the amount of expo- 
sures that the early amortization requirement applied to. It is very 
difficult to understand the impact of the changes in capital treat- 
ment for securitizations without access to information from the 
QIS-4 submissions, and CSBS has requested such access. 

Some evidence of banks’ securitization holdings can be found in 
the current Call Report, as banks report BB-rated securitization 
amounts as a negative number on Schedule RC-R.i We don’t know 
which banks participated in the QIS-4, but presumably the banks 
identified by the OCC as meeting the definition of mandatory 
bank 2 were among the participants. Reviewing the June 30, 2006, 
Call Reports for the ten banks identified by the OCC suggests that 
few of their securitized assets had low ratings, as only two of these 
banks show evidence of possibly holding securitizations rated BB. 
In both cases, the amount indicated as possibly representing BB- 
rated securitizations was less than 5% of total privately issued 
securitizations. (The breakdown of deducted assets cannot be deter- 
mined from the Call Report alone, as different types of deductions 
are lumped together.) The federal agencies have collected informa- 
tion that enables them to describe in detail the securitization port- 
folio at each of the 26 QIS-4 banks; understanding these portfolios 
is essential to interpreting the impact of Basel II. 

Banking Department 

It seems unlikely that the banks that participated in QIS-4 are 
currently holding large positions in poorly rated securitizations or 
unrated securitizations for which they are unable to infer ratings. 
The median change in capital requirements for securitization was 
-39.7%, and it is hard to see how this decline would have resulted 
if there had been sizeable holdings that received double or triple 
risk-weighting, or had to be deducted. It seems probable that large, 
complex banks already tend to hold securitizations rated at least 


^ Banks report as a negative number the amortized cost of mortgage-backed and asset-backed 
securities that are rated one grade below investment grade in item RC-R 35 Col. B and RC- 
R 36 Col. B., in addition to the difference in fair value and amortized cost of their other securi- 
ties. These items indicated securities rated BB in only two cases. 

2 “Regulatory Impact Analysis for Risk-Based Capital Standards: Revised Capital Adequacy 
Guidelines,” http:! / www.occ.treas.gov / law / Basel%20II%20RIA.pdf 
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investment grade (or that can be inferred to be investment grade), 
and the net effect of Basel II on their securitization portfolio will 
be to reduce capital requirements. Basel II might even have the 
perverse effect of allowing banks to hold a greater percentage of 
poorly rated or unrated securitizations without increasing required 
capital, since the risk weights for investment-grade rated securities 
are so much lower than currently. 

The concept behind Basel IPs treatment of securitization is very 
close to that of current U.S. treatment. The major differences are 
in particular risk weight specifications and in allowing banks to 
use the Supervisory Formula Approach for some securitizations 
that previously would have been deducted from capital. It seems 
probable that the framers of Basel II felt that current treatment 
is inadequate because banks are required to hold too much capital 
for their securitization exposures. More detailed information about 
the QIS-4 securitization portfolios would help in determining if 
this is so. 

However, it’s interesting to note that the impact of Basel IPs 
treatment of securitization varies widely across countries that are 
adopting it, as current rules are very different. For example, Ger- 
man QIS-4 results included an increase of 153% in required capital 
for participating Group 1 banks (those with more than 3 billion 
euros in tier 1 capital) using the Advanced IRB approach. ^ The 
Basel Committee’s release"^ on results of QIS 5 reported that “The 
average change in minimum required capital from the se- 
curitisation portfolio for GIO Group 1 banks varies between —42% 
and h- 60% for the IRB approach. This seems to be the result of dif- 
ferent types of positions and differences in current national regula- 
tions. Some countries have already under their current national 
regulation a stricter treatment than the current Accord provides 
(this affects in particular liquidity facilities and retained 
securitisation positions).” The U.S. is clearly one of these countries. 

The Department is also concerned with the potential incentives 
presented to banks through the Basel II revisions. A paper released 
last year by Fitch Ratings ® discussed some of the capital incentives 
contained in Basel IFs treatment of securitized exposures. This re- 
port was published before the federal agencies released the Basel 
II NPR, which included changes in the treatment of securitized ex- 
posures from the earlier ANPR, but Fitch Rating’s analysis of the 
Basel II treatment of a sample portfolio of securitizations is still 
relevant. Fitch analysts found that Basel II banks would have dif- 
fering incentives to securitize assets depending on portfolio type, 
and that Basel II could lead to inconsistencies in capital charges 
across different securitization deals and might influence deal struc- 
turing. These potential consequences need serious consideration be- 
fore Basel II is implemented. 


^ http : / / WWW. hundesbank.de / download / bankenaufsicht / pdf! qis4 / basel qis 

laenderbericht dt.pdf 

^ http:! I WWW. bis.org / bcbslqislqis5results.pdf 

^ “Basel II: Bottom-Line Impact on Securitization Markets,” FitchRatings, September 12, 2005, 
www.fitchratings.com 
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Other Off-Balance Sheet Exposures 

The QIS-4 results reported in the Summary paper include the ef- 
fects of credit risk mitigation, and group all types of exposure (both 
on- and off-balance-sheet exposures) so it is difficult to determine 
aggregate changes in capital requirements for off-balance sheet ex- 
posures. Although the A-IRB approach of Basel II requires banks 
to hold capital for undrawn commitments for which current re- 
quirements impose a 0% risk weight, this approach also allows 
banks to calculate capital based on their own estimation of the ac- 
tual exposure at default, probability of default, and loss given de- 
fault. In addition, Basel II includes a much broader recognition of 
the credit risk mitigation afforded by off-balance sheet exposures. 

The QIS-4 Summary paper provides too limited information to 
allow us to determine the impact on off-balance sheet exposures. 
The federal agencies have reported summary statistics for credit 
conversion factors (CCF) for the exposure at default (EAD) for 
undrawn lines in different portfolios, but have not reported PDs or 
LGDs for these undrawn lines, nor have they reported the exposure 
at default credit conversion factors for drawn lines, so comparison 
of on-balance sheet and off-balance sheet exposures is almost im- 
possible. Again, the QIS-4 templates and questionnaire requested 
extensive information on off-balance sheet positions, and their use 
as credit mitigants. More detailed information on the QIS-4 results 
would allow us to determine the impact of Basel II on these expo- 
sures. 

The federal agencies did state, ® however, that one of the factors 
that might have caused minimum capital requirements in QIS-4 to 
be understated was “the lack of incorporation of credit risk mitiga- 
tion.” Further, they state, “The Agencies expect that as we move 
closer to implementation, systems will capture the information nec- 
essary to permit the assignment of lower risk weights to these ex- 
posures.” 

Q.2. If the goal is to encourage sophisticated risk measurement and 
management at our largest banks, why can’t they be encouraged 
adequately through pillar 2’s supervisory guidance and pillar 3’s 
transparency through public disclosure? 

A.2. We believe that supervisory guidance and public disclosure 
have proven to be very effective methods of encouraging improve- 
ments in risk management. Many institutions have found market 
recognition of sophisticated risk management a very valuable goal. 
We have utilized “best practices” discussions and supervisory guid- 
ance papers to help banks develop improvements in their risk man- 
agement and modeling systems. Encouraging improvement is an 
integral part of supervision, either through peer analysis, bench- 
marking, or consultation. 

One of the complaints we hear from banks about Basel II is that 
the federal agencies have not released supervisory guidance on im- 
plementation, and this complaint highlights the need for Pillar 2. 
Another complaint that we’ve heard is that the Basel II supervisory 
formulas aren’t appropriate for large complex banking institutions. 


® http : / / WWW. federalreserve.gov / boarddocs / press / bcreg / 2006 120060224 / qis4 attachment 

revised.htm 
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Promoting improvements in risk management through Pillar 2 and 
Pillar 3 would have the advantages of allowing banks to pursue the 
quantitative modeling and data collection that best fits their own 
risk profile and allowing supervisors to assess each bank’s system 
without imposing constraints on their modeling efforts. Advanced 
research and data collection in credit and operational risk modeling 
are so new that development in this field might be improved if 
banks were not constrained by the Basel II supervisory models. 
However, supervisors would have to be assured that safe and 
sound capital requirements remained in place while this develop- 
ment took place. 

Q.3. If the mandatory banks operate under the Advanced Approach 
and other banks operate under Basel lA, how much do you expect 
capital requirements to change on average for the two groups of 
banks? Will that affect the competitive position of banks not using 
the Basel II Advanced Approach? 

A.3. We believe that overall risk-based capital requirements will 
fall at the mandatory banks, and are convinced that transitional 
floors and safeguards are necessary. Although the reductions in 
risk weights proposed under Basel lA are in some cases similar to 
the weighted average changes reported by the QIS 4 banks — QIS- 
4 banks reported a weighted average reduction in minimum capital 
requirements for small business loans of 26.6% and Basel lA sug- 
gests reducing the risk weight for small business loans to 75% from 
100%, a drop of 25% — in other portfolios, the weighted average 
change is much greater for QIS 4 banks. For example, QIS-4 banks 
reported a weighted average decrease in minimum regulatory cap- 
ital for residential mortgages of 61.4% and a weighted average de- 
crease of 74.3% for home equity loans. 

Our survey'^ of the change in capital requirements at several 
New York banks under Basel lA proposed risk weights, however, 
produced an estimate of 34% as the average risk weight for the 
banks residential mortgage portfolio, or a reduction of 30% from 
current risk weights. And even in the cases where Basel lA sug- 
gests a lower risk weight, the restrictions attendant on using the 
new risk weight are much greater than under Basel II. A case in 
point is the treatment of home equity loans, where Basel lA banks 
can only apply a risk weight based on LTV or other risk factors if 
the bank holds both first and junior liens. There is no such restric- 
tion for Basel II banks. It is unlikely that Basel lA banks will have 
many externally rated borrowers for commercial real estate loans; 
thus these loans will probably be risk-weighted at least at 100%. 
However, the weighted average change in minimum required cap- 
ital for the riskiest commercial real estate loans at QIS 4 banks 
was a reduction of 33.4%. 

There is a great danger that if mandatory banks are allowed to 
hold less risk-based capital than Basel lA banks, then these lA 
banks will be at a competitive disadvantage. We believe that Basel 
lA banks and mandatory banks do compete in many of the same 
markets and offer many of the same products. Seven of the ten 
banks identified as meeting the definition of mandatory bank by 
the OCC have branches in New York State; these branches ac- 


http : / / WWW. hanking.state. ny. us I rp0605.pdf 
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counted for 33% of New York insured bank branches and held 58% 
of total insured deposits in the state as of June 30, 2006. Nine of 
the “mandatory” banks reported originating small business loans to 
New York addresses in their 2005 CRA reports — these nine banks 
reported a significant share — close to half — of total small business 
loans reported in the state. We are well aware of the many services 
and products these banks provide for New York residents. How- 
ever, we are uneasy when one group of banks with already sub- 
stantial market power is provided — through regulation — with a 
competitive advantage over smaller banks that they compete with. 
We are particularly concerned when a substantial part of their cap- 
ital advantage — much lighter risk weights for retail loans — comes 
from the great volume of their retail loan portfolios. Smaller banks 
cannot compete in volume with the large retail banks. 

In the U.S., if the large Basel II banks have an advantage over 
the smaller banks because their cost structure is so much more at- 
tractive, this could push acquisition of regional and community 
banks by the Basel II banks. Increased acquisition of Basel lA 
banks could leave local communities, which rely on their local 
banks for products and services that meet their specific needs, with 
access to a limited number of bank products; we could find our- 
selves in a situation in which it is no longer profitable to provide 
a range of financial services to small businesses in smaller commu- 
nities. 

In other words, a business model in which smaller banks, by de- 
sign, are at a competitive disadvantage to Basel II banks could 
have a significant negative impact on small businesses in the 
U.S. — the backbone of our economy. The impact of Basel II on com- 
petition in U.S. banking markets must be seriously assessed before 
implementation goes forward. 
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The Independent Community Bankers of America Welcomes the opportunity to 
provide a statement on the bank regulatory agencies" proposed rulemaking to 
implement the Basel II rules. 

ICBA compliments this committee for taking up this difficult issue late in the 
Congressional session. It could deeply affect community banks and so your 
continued oversight is very important. 

Recently, the banking agencies issued for comment a notice of proposed 
rulemaking (Basel II NPR) that would implement new risk-based capital 
standards in the United States for large, internationally active banking 
organizations. The proposed Basel II rules would require some and permit other 
banks to use an internal ratings-based approach (IRB) to calculate regulatory 
credit risk capital requirements and advanced measurement approaches (AMA) 
to calculate regulatory operational risk capital requirements. Banks with 
consolidated total assets of $250 billion or more or with consolidated total on- 
balance sheet foreign exposure of $10 billion or more would be subject to the 
proposed Basel II rules. Other banks would have the opportunity to opt-in to the 
new capital standards provided they receive the approval of their primary federal 
supervisor. 

Summary of ICBA’s Position on Basel II and lA 

• Although ICBA commends the banking agencies for their decision to retain 
the leverage capital ratio as part of Basel II and to include other 
safeguards during the transition period, ICBA remains concerned that 
Basel II may place community banks at a competitive disadvantage. 

• ICBA is also concerned about the costs and complexity of Basel II and the 
ability of Basel II adopters to understand and implement the new accord. 
ICBA supports allowing the Basel II banks the option of using the 
“standardized approach” in lieu of the advanced approach. 

• ICBA fully supports the current effort by the regulators to revise Basel I to 
enhance its risk-sensitivity and to address any competitive issues with a 
bifurcated framework; provided that the new rules give highly capitalized 
community banks the option to continue using the existing risk-based 
capital rules. 
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• During 2008 — ^the year of the parallel run (when both Basel I and II capital 
will be calculated)-ICBA strongly recommends that the agencies conduct 
a fifth quantitative impact study to determine the impact that a revised 
Basel I would have on minimum risk-based capital and whether the 
competitive disparities between the Basel I and Basel II accords would be 
mitigated by a Basel lA. If QIS5 indicates that there continues to be a 
competitive disparity between Basel II and Basel lA, then the three year 
transition period should be put on hold until the regulators fundamentally 
revise Basel II. 

ICBA Strongly Supports Retention of the Leverage Capital Ratio 
As proposed by the agencies, the Basel II banks will remain subject to the tier 1 
leverage ratio (e.g., tier 1 capital to total assets) and the prompt corrective action 
regulations mandated by the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (FDICIA), ICBA commends the banking agencies 
for proposing to retain the tier 1 leverage ratio as part of the Basel II. ICBA 
strongly believes that retention of the leverage ratio is essential to 
maintaining the safety and soundness of our banking system and is a 
needed complement to the risk-sensitive Basel II framework that is based 
only on internal bank inputs. Capital requirements under Basel II depend 
heavily on the answers to questions that vary from bank to bank and have no 
objectively best answer. No matter how refined a risk-based capital framework 
the regulators come up with, there will always be a need for straightfonward 
capital minimums. 

Furthermore, it is very important to our economy that regulators maintain a 
minimum capital cushion for our largest financial institutions that pose the 
greatest risks to our financial system. If a trillion dollar financial institution were 
to become significantly undercapitalized or fail, the consequences to the FDIC’s 
Deposit Insurance Fund and our economy would be enormous. As then 
Comptroller of the Currency John Hawke said before the Senate Banking 
Committee, “Reducing the leverage ratio would undermine our whole system of 
prompt corrective action which is the foundation stone of our system of 
supervision...! think we need to reach an appropriate accommodation where we 
try to make our basic system of regulatory capital rules more risk-sensitive, but 
we shouldn’t do that at the price of dismantling or significantly impairing the basis 
for our supervision of U.S. banks."^ 

ICBA Supports the Transitional Capital Floors 

Beginning in 2008, the Basel II banks will be able to conduct a parallel run- 
calculating their capital using both the present risk-based capital rules of Basel I 
and the advanced approaches of Basel II. During a three-year transition period 
from 2009 to 201 1 , Basel II banks would be subject to “transitional floors” that 
would limit the reduction of their minimum risk-based capital requirement in any 
year to 5%. ICBA commends the banking agencies for proposing to adopt 
these transitional floors as well as committing to significantly modifying 
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the supervisory risk functions of Basel 11 if, during the three-year transition 
period, there is a ten percent or greater decline in aggregate minimum risk- 
based capital of Basel II banks as compared to minimum required risk- 
based capital as determined under the existing Basel I rules. We believe 
that any change 10% or greater would warrant a fundamental change to the 
Basel II rules. 

ICBA Remains Concerned about the Competitive Inequities 
Despite the safeguards incorporated into Basel II mentioned above and the 
efforte by the regulators to revise Basel I, ICBA remains concerned that 
Basel II may place community banks at a competitive disadvantage. The 

IRB approach of Basel II will yield lower capital charges for residential mortgage, 
retail and small business loans for Basel II adopters, the very credits where 
community banks compete with large institutions. An individual loan has the 
same risk to an institution whether a community bank makes the loan or a mega- 
bank makes it. It is not appropriate for the risk-based capital charge attendant to 
that loan to be widely divergent depending on whether the loan is made by a 
Basel I or a Basel II bank. 

The results of both the third and fourth Quantitative Impact Studies (QIS3 and 
QIS4) have confirmed our concerns about the competitive equities of the new 
accord. These studies show dramatic reductions in capital for residential 
mortgage credits, small business credits and consumer credit. For instance, 

QIS4 indicates that for the Basel II banks, there would be a 79% median 
percentage drop in minimum required capital for home equity loans, a 73% drop 
for residential mortgage loans, and a 27% drop for small business loans. For all 
credits, risk-based capital requirements would decline by more than 26%. If one 
considers that the current minimum capital requirement under Basel I for 
mortgage loans is 4%, an average drop of 79% would mean that minimum capital 
requirements for the Basel II banks would be less than 1% for these types of 
loans. 

Since there is a cost to a bank for maintaining capital, the lower capital 
requirements would most likely result in a cost advantage, and correspondingly a 
pricing advantage, in retail credits for large banks that are subject to Basel II. 

The lower capital requirements will also make it easier for the Basel II banks to 
achieve a higher return on equity (ROE). In order to compete with the cost 
advantage and the higher ROEs of Basel II banks, community banks may 
be forced to make concessions in pricing and underwriting guidelines that 
could impair their profitability, and ultimately their viability. 

ICBA also fears that Basel II will further accelerate the consolidation in the 
banking industry. Lower capital levels that large banks obtain under Basel II will 
likely result in more acquisitions of smaller banks by larger banks seeking to 
lever capital efficiencies. As more of the larger banks opt-in over the long-term, 
this may eventually threaten the viability of community banking. Since most 
community banks will remain under Basel I, they will have difficulty competing 
against bigger Basel II banks that benefit from reduced capital requirements and 
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higher returns on equity. Basel i banks will become likely takeover targets for 
Basel II banks that believe they can deploy Basel I bank capital more efficiently. 
As more Basel I banks are left with riskier assets, lower credit ratings and higher 
costs of liabilities, they will find it more difficult to compete for the higher quality 
assets. 

A paper released last year by J.P. Morgan Securities Ltd London entitled “Basel 
II— And the Big Shall Get Bigger” concludes that if Basel II were to be adopted in 
its present form, the Basel II banks would have a “decisive competitive 
advantage” over other banks and will look to expand and arbitrage their capital 
by purchasing smaller, less sophisticated banks. As for the effect of Basel II on 
community banks, J.P. Morgan says: 

It is difficult to see the future for the smaller community banks in this 
‘brave, new world’. This has not gone unnoticed as the S&P notes “U.S. 
community bankers are up in arms against Basel II, saying it gives an 
unfair advantage in leverage and pricing to large internationally active 
competitors over smaller domestic banking groups”. This seems to be 
backed up by available information, from which it would appear that the 
large US and European banks are much more advanced in terms of 
implementing Basel II as well as likely to be big new beneficiaries of the 
process. We believe the best opportunities for smaller banks to combat 
this is perhaps through more cooperation with each other, to share data, 
bear costs and even swap assets. An alternative seems to be buying the 
risks that the bigger players do not want, which may mean the potential of 
adverse selection in credit risks. In our opinion, this is not a recipe for 
long-term success.” 


Community banks play not only a strong role in consumer financing in this 
country but also a critical role in small business financing. Commercial banks are 
the leading suppliers of credit to small business, and community banks account 
for a disproportionate share of total bank lending to small business. Community 
banks account for 33 percent of small business loans, more than twice their 
share (15%) of banking assets. Because of the important role small 
businesses play in the economy (more than haif the private sector 
workforce and two-thirds to three-quarters of new jobs), it is imperative to 
consider the competitive impact Basel II will have on community banks and 
their smail business customers. 

Basel II is Too Complex and Costly 

ICBA has always been concerned about the complexity of Basel II and the ability 
of Basel II adopters to understand and implement the new accord as well as the 
consequences if a mistake is made. The wide diversity in the results from QIS4 
suggests that Basel II is too complex and that banks will have difficulty in 
applying the new accord consistently. Capital requirements in Basel II are very 
sensitive to inputs. Achieving consistency in Basel II depends on the idea that 
every bank will eventually adopt a common method for estimating their risk inputs 
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leading to a convergence in the capital treatment of similar loan portfolios across 
banks. However, at least as indicated by the results of QIS4, there seems to be 
little commonality in the approaches that various banks used to estimate their risk 
inputs. 

ICBA is also concerned about the high compliance and supervisory costs of 
Basel II. For example, nineteen of the twenty-six banks that participated in QIS4 
indicated that it would cost $791 million over the next several years to implement 
the new accord. This estimate did not include the implicit costs of Basel II — the 
increased time and attention required of bank management to introduce and 
monitor the new programs and procedures. The OCC has estimated that its total 
2005 costs for Basel II amounted to $7.1 million. Assuming that supervisory 
costs will increase during the Basel il transition period and that the other three 
banking agencies will incur comparable costs, it is easy to see that total 
supervisory and compliance costs for Basel II during the transition period will 
exceed $1 billion. 

ICBA has recommended that the bank regulators consider ways of 
simplifying Basel II to reduce total compliance and supervisory costs and 
to insure that banks will understand the formulas and apply them 
consistently. The new accord and its capital formulas should not be so complex 
that banks cannot consistently apply the formulas and come to similar 
conclusions. Regulators should be able to readily spot intentional or 
unintentional errors or omissions in the formulas that are used. Basel II should 
also be simple enough that bank directors can monitor its implementation and 
auditors can certify to them as part of their internal control audits. 


To reduce the costs and complexity of Basel II and enhance its flexibility, 
ICBA supports allowing the Basel II banks the option of using the 
“standardized approach” of the new accord in lieu of the advanced IRB 
approach. The standardized approach would provide a simpler and cheaper 
alternative for measuring credit risks and would be attractive option for smaller, 
less complex Basel II banks. The standardized approach would require fixed 
risk-weights to be applied to different assets much like Basel lA and would align 
risk weights with a borrower’s creditworthiness as indicated by the borrower's 
external credit rating. Unlike Basel lA, banks using the standardized approach 
would have to assess operational risks. ICBA believes that the use of the 
standardized approach by the Basel II banks would reduce the impact on risk- 
based capital by those banks and would mitigate to some extent, the competitive 
disparity between Basel I and II. 

ICBA Fully Supports a Basel lA 

ICBA fully supports the current effort by the regulators to revise Basel I to 
enhance its risk-sensitivity for non-Basel II banks and to address any 
competitive issues with a bifurcated framework; provided that the new 
rules give highly capitalized community banks the option to continue using 
the existing risk-based capital rules. ICBA commends the issuance late last 
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year of an Advance Notice of Proposed Rulemaking concerning a revised Basel I 
(ANPR) and looks fonvard to commenting on a notice of proposed rulemaking 
regarding a revised Basel I which is expected to be issued in the next few weeks. 

ICBA supported the ANPR’s proposal to add risk categories to Basel I to 
enhance its risk-sensitivity and to align capital requirements with risk levels. The 
risk-weightings of these categories should be modernized to better match current 
knowledge about actual risk exposures. More specifically, ICBA supported the 
proposal in the ANPR to add additional risk weights (e.g., a 20 percent and 35 
percent category) for assessing a bank’s one-to-four family mortgage portfolio 
and to base those risk weights on loan-to-value ratios. If risk-weights are based 
on LTV ratios, we would recommend that a mortgage loan LTV ratio be 
determined at the time the mortgage is originated and that banking institutions 
have the flexibility of changing or updating the risk weights of their mortgage 
loans as normal principal payments are made and/or as the LTV ratios change. 
While we acknowledge that pairing credit scores with LTV ratios might enhance 
the risk sensitivity of the mortgage loan risk weight categories, we believe the 
regulatory burden of including credit scores with LTV ratios outweigh the 
benefits. 

For small business loans, ICBA recommends that the agencies establish a 75 
percent risk weight category for small business loans that are under $2 million 
and that are (1) fully collateralized, (2) amortizable over a period of 10 years or 
less, and (3) have been originated consistent with the banking organization's 
underwriting policies. ICBA also agrees with the concept of using external credit 
ratings to enhance the risk-sensitivity of Basel I and supports the use of different 
risk weight categories for categorizing rated investment securities. ICBA agrees 
with the agencies that the current zero percent risk weight for short- and long- 
term U.S. government and agency exposures that are backed by the full faith and 
credit of the U.S. government should be retained as well as the 20 percent risk 
weight for U.S. government-sponsored entities and for general obligation 
municipal securities. 

ICBA Strongly Supports a Basel lA Opt-Out Provision for Community 
Banks 

ICBA has urged the regulators to adopt an “opt-out provision” as part of a 
revised Basel I that would give highly capitalized community banks the 
option to continue using the existing risk-based capital rules and avoid the 
regulatory burden of more complex risk-based capital rules. Many 
community banks have excess capital and would prefer to remain under the 
existing risk-based capital framework without revision to avoid unnecessary 
regulatory burden. This is particularly true for smaller banks that are 
management-owned, otherwise closely held, or not publicly traded, or banks in 
rural or other smaller markets. These banks generally hold higher amounts of 
capital than regulatory minimums — many significantly higher — for a variety of 
reasons including a conservative philosophy or lack of ready access to raise 
capital in the capital markets. For instance, the average total risk-based capital 
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ratio for banks under $100 million in assets is 19.7% and for banks between 
$100 million and $1 billion is 14.55% according the FDIC’s latest Quarterly Bank 
Profile. 

For highly capitalized banks, computing risk-based capital minimums and ratios 
using the contemplated Basel lA could present a significant regulatory burden 
with no corresponding benefit. This is particularly true since the agencies expect 
that if Basel I A is adopted, changes in reported Call Report data will be 
necessary in order to capture the additional information for LTV ratios and other 
risk driver data points such as collateral, loan size, term to maturity, etc. We 
recommend that the opt-out provision be limited to community banks with under 
$5 billion in assets that have capital-to-asset leverage ratios of 7 percent or 
higher. 

ICBA Recommends a QIS5 

During 2008 — the year of the parallel run~ICBA also strongly recommends 
that the agencies conduct a fifth quantitative impact study to determine the 
impact that a revised Basel I would have on minimum risk-based capital 
and whether the competitive disparities between the Basel I and Basel II 
accords would be mitigated by a Basel lA. We believe that a one-year period 
should'provide sufficient time for the agencies to collect the data, compare the 
two accords, and determine the competitive effects. If, by the end of 2008, the 
results of QIS5 indicate that there continues to be a competitive disparity 
between Basel lA and Basel II, then the three-year transition period should be 
put on hold until the regulators determine how to fundamentally revise Basel II. 


Conclusion 

The ICBA again appreciates the opportunity to present our views on the 
proposed international capital standards. ICBA remains concerned that Basel II 
may place community banks at a competitive disadvantage. Improvements to 
Basel I, and Basel lA, could help mitigate that disadvantage. As it implements 
these proposals, the agencies should conduct a fifth quantitative impact 
statement to measure their effect on competition and on minimum risk-based 
capital levels. If. by the end of 2008, the results of a fifth quantitative impact 
statement indicate that there continues to be a competitive disparity between 
Basel lA and Basel II, the three-year Basel II transition period should be put on 
hold until the regulators determine how to fundamentally revise Basel II. 
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’ The Independent Community Bankers of America represents the largest constituency of 
community banks of all sizes and charter types in the nation, and is dedicated exclusively to 
representing the interests of the community banking industry. ICBA aggregates the power of its 
members to provide a voice for community banking interests in Washington, resources to 
enhance community bank education and marketability, and profitability options to help community 
banks compete in an ever-changing marketplace. For more information, visit ICBA's website at 
WWW. icba.org. 


^ Testimony before the Senate Banking Committee (April 20, 2004) 
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